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The Factor’s Lien Statutes 


JOSEPH S. FECHTELER* 


Any lawyer who has had to face the problem of adapting 
merchandise inventory to serve as collateral for a loan should 
appreciate the facilities afforded by the Factor’s Lien Statute. 
This is a comparatively uniform statute that is presently in ef- 
fect in twenty-five states and in the territory of Puerto Rico, 
the latest statute having been enacted last month in Mississippi. 


The scope of the Factor’s Lien Statute can be summarized 
as the creation of a lien on a mass of goods that may be con- 
stantly changing in content, characteristics, and amount—the 
lien continuing on to the proceeds resulting from the sale of 
such goods. The lien may secure not only specific cash ad- 
vances but a wide range of indebtedness, including obligations 
incurred after the lien has taken effect. In legal parlance, the 
lien is similar to a “floating charge.” The use of the term 
“factor” in describing the statute is a misnomer and has been 
preserved solely because of historical considerations. The 
statute was designed for the benefit of the widest possible class 
of lenders, including banks, and should not be confused with 
the factor’s common-law possessory lien on merchandise en- 
trusted to him for sale similar to a processor’s lien. 


The possibilities of this legislation can be visualized when 
one realizes that in a great deal of financing of business concerns 
the most attractive form of collateral that a manufacturer can 
offer as security for working capital loans is his material and 
merchandise on hand, that is, his inventory. Prior to the en- 
This article is reprinted with the permission of the editors of THE BUSINESS LAWYER, 
a publication of the Section of Corporation, Banking and Business Law of the American 
Bar Association. 

* Member of the American Bar Association’s Section of Corporation, Banking and Business 
Law including the Committee on Commercial Laws and chairman of its Subcommittee 


on Factor’s Liens and Accounts Receivable; frequent lecturer on the subject of factoring 
before law institutes and credit organizations. 
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actment of the factor’s lien statutes, however, it was practically 
impossible to obtain a workable lien on inventory. Under the 
common law, the only method which could be used was a pledge 
of all or a portion of the inventory. This required the manu- 
facturer to deliver the merchandise either directly into the 
possession of the lender or to a warehouse for the lender’s ac- 
count. These methods were rarely practical because of the 
expense and trouble involved, because of the interference with 
normal shipping routine, but basically because of the fact that 
in most cases inventory had to remain on the premises of the 
manufacturer for the purpose of further processing. One 
expedient that was devised was the so-called “field warehous- 
ing” arrangement, which consisted of setting up a warehouse on 
the premises of the manufacturer—either a room or a portion 
of a floor—which was then screened off and leased to the lender 
as a warehouse. The warehouse was supervised by a custodian 
—generally an employee of the borrower transferred to the 
payroll of the lender—who acted on behalf of the lender. The 
objective of an arrangement such as this was obviously to give 
the lender constructive possession of whatever portion of the 
manufacturer’s inventory was placed in the warehouse. 


This warehousing device proved to be fairly satisfactory 
where a portion of a manufacturer’s inventory could be segre- 
gated for periods of time, such as raw materials of a fungible 
mass, 7.€., grain, oil, canned goods, and finished products. It 
would not work where the manufacturing process did not permit 
the segregation of collateral or where the amount of collateral 
was so vast that it could not be physically warehoused. Fur- 
thermore, such an arrangement was vulnerable as a legal prop- 
osition because of the possibility that a bankruptcy court might 
hold that the signs were inadequate or subsequently removed, 
or that the lender did not have the exclusive dominion necessary 
for constructive possession. In later years the services of pro- 
fessional independent warehousing companies have done much 
to overcome the legal obstacles in these situations. 


’ As an alternative to field warehousing, chattel mortgages 
were attempted in those few jurisdictions where, contrary to 
the general rule, they were not regarded as badges of fraud or 
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inherently fraudulent as to creditors. Chattel mortgages, how- 
ever, were usually not feasible, for they could not effectively 
cover after-acquired property, and they were extremely limited 
as to the indebtedness which could be secured. A characteris- 
tic of inventory financing is that the collateral is constantly 
changing in specifics and in quantity, and is constantly being 
replaced as merchandise is sold. The indebtedness to be secured 
also fluctuates greatly in amount, is reduced through the pro- 
ceeds of sale, and is increased by fresh loans required to pur- 
chase new raw materials. In some states the law was uncertain 
as to the extent to which chattel mortgages could secure in- 
debtedness which was incurred subsequent to the time the mort- 
gage was recorded. Chattel mortgages were patently designed 
to meet a fairly static situation under which specific, permanent- 
ly located assets were used as security for a fixed, readily 
identifiable indebtedness. 


Although the Trust Receipts Statute has been enacted by 
many states and has received many problems common to in- 
ventory financing, it was designed primarily for a three-party 
arrangement—the seller of specific goods, the buyer, and the 
financing party—and its limitations render it inappropriate to 
a lien on a shifting stock of goods. The Factor’s Lien Statute, 
on the other hand, was designed for inventory financing. 


The purpose of this article is not to present a complete legal 
analysis of all of the varying provisions of each of these twenty- 
six statutes, but merely to offer an over-all picture of the scope 
and basic structure of the statute. The statutes are not uniform 
in all the states. While the legislatures were anxious-to enact a 
lien statute as closely as possible resembling the one that had 
worked so well in New York, which was the first state to enact 
a statute of this type, they nevertheless did make changes of 
their own—in some cases enlarging the statute and in other 
cases curtailing its effect somewhat. It is therefore necessary 
for a lawyer to study the provisions of the statute in his own 
state in order to determine the full extent of ‘the lien and the 
formalities that must be observed. Litigation has been infre- 
quent, despite the fact that the lien created by the statute has 
survived many a bankruptcy proceeding, with the result that 
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some areas of the statute may be subject to further judicial 
interpretation. 


At the end of this article, in addition to the citation of the 
statute for each state, there will be found a list of law review 
articles dealing with factor’s lien statutes which can be con- 
sulted by anyone who wishes further information on this sub- 
ject. 


An explanation of the origin of the lien statute may be of 
some interest and, at the same time, shed further light on the 
purpose which it is intended to serve. The first Factor’s Lien 
Statute was adopted in New York in 1911, largely through the 
efforts of the factoring concerns located in New York City, 
which even to this day continue to be the headquarters for the 
factoring industry. The need for the statute arose from a 
gradual change in the function served by the old-time factoring 
concerns, who, as far back as colonial times, had represented 
foreign principals in the importation and sale of goods to 
American customers. The modern factor had evolved from a 
selling organization to a new type of financing organization 
that combined credit, collection, and financial services. The 
factors found that they were being asked more and more to 
make loans against merchandise which was stored on the prem- 
ises of their clients rather than on their own premises as there- 
tofore. They attempted to extend the old common-law pos- 
sessory lien to the situation that was presented by “off-premises” 
inventory loans and they used the “field warehouse” device 
that I have described. This type of possession was obviously 
fraught with dangers for the reasons discussed, and in several 
bankruptcy proceedings the alleged possessory lien of the factor 
was either stricken down as a sham or was seriously questioned. 
The factors thereupon joined forces and sponsored a bill aimed 
at this one specific situation. The statute which was enacted 
pursuant to their request had for its sole objective—and this is 
particularly apparent from the phraseology of the original 
statute before its many amendments—the recognition by the 
courts that there could be a valid pledge of inventory as security 
for loans without the necessity of possession and without the 
need for indulging in all of the theatrical effects that went with 
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custodians, leases, and padlocks. The statute prescribed two 
simple requirements: a sign giving the factor’s name was to be 
posted at the entrance of the premises where the merchandise 
was located and a notice was to be publicly recorded giving the 
names of the parties, a general description of the merchandise 
to be covered by the lien, and a statement of the period of time 
during which the financing arrangement was to continue. 

The statute was amended from time to time as need for cor- 
rection arose, and these changes were either repeated in other 
states where statutes already existed or were incorporated in 
the drafting of a new statute. The statute worked very well 
in New York, but it was not until 1988 that it was adopted 
by other jurisdictions. In that year, Rhode Island and South 
Carolina enacted statutes almost identical with the statute in 
New York, and in almost every year thereafter one or more 
states copied this type of legislation. 

To understand how the factor’s lien is created in actual 
practice, let us follow a typical arrangement under which a lien 
on inventory is established. I shall use as an example the situa- 
tion of a shoe manufacturer whose operations are already being 
assisted by a factor, since this kind of financing is most familiar 
to me; yet its procedures are applicable to almost any other 
type of financing. Because the shoe manufacturer is factored, 
the collectoin of his sales is guaranteed, and he receives cash 
against these sales as soon as shipments are made. We shall 
assume, however, that he anticipates a strong fall season and 
wishes to build up a large stock of shoes to fill the orders he 
expects to receive. His purchasers will consist mainly of leather 
hides and “findings”—that is, laces, linings, eyelets, thread, 
and the like. This inventory as it accumulates will circulate 
throughout the factory. The bulk of the hides will be confined 
to storerooms until needed, but even here they will be subject 
to constant handling by employees who must sort and grade 
them, segregate them in their proper bins, and eventually 
release them to the cutters for manufacture into shoes. As 
finished shoes are produced, they will be boxed and stored in 
other parts of the plant until the time for shipment arrives, 
when storeroom clerks will assort the shoes into the required 
sizes and styles for each customer. 
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This is a typical factory set-up that heretofore presented so 
many problems to a lawyer who tried to work out some means of 
using the inventory as collateral. Under the factor’s lien 
statutes, the problem is much simplified, and the shoe manu- 
facturer and his bank—in this case, his factor—can work out a 
financing program to their mutual satisfaction. In order to plan 
a program, the manufacturer explains his need for “advances,” 
the amount that he will require as the season develops, and the 
time when shipments will have completely liquidated his bor- 
rowings. Let us assume that the parties decide that all of the 
present and future inventory will be used as collateral. The 
first step to put the security program into effect is for the 
manufacturer to execute what is known in the factoring world 
as an “advance agreement,” corresponding to a loan agreement 
in a banking transaction. It is a printed document and its 
provisions are standard—an agreement to pledge collateral, the 
making of advances as requested, the safekeeping of the in- 
ventory, the rate of interest, the circumstances under which 
the loans are callable, how the factor may enforce his lien on 
default and his obligation to account to the manufacturer for 
any surplus. This document is a requisite under all the lien 
statutes and is the “written agreement” they refer to. 


The next step would be to file a notice of lien. This notice 
is similar to a statement of trust receipt financing under the 
Uniform Trust Receipts Law and to the financing statement 
which must be filed under Article 9 of the proposed Uniform 
Commercial Code. Essentially, it is merely a device to put the 
public on notice that a lien arrangement exists and, therefore, 
the information that it supplies is limited to the bare essentials 
on the principle that those who have a valid interest in the 
details may obtain them from the parties concerned. This 
principle, which was first embodied in the factor’s lien statutes, 
is a sound one and was subsequently adopted both by the Uni- 
form Trust Receipts Act and by the drafters of the Uniform 
Commercial Code. 


-The notice of lien recites the names and addresses of the 
manufacturer and the lender and, in general terms, the type of 
merchandise to be covered by the lien, as well as the period of 
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time during which the lien arrangement is to continue. Most 
of the factor’s lien statutes do not require that the amount of the 
indebtedness be stated, but a few states require that the location 
of the merchandise be given. Under most statutes the notice 
need be signed only by the lender, and the formalities of execu- 
tion are relatively simple. There is considerable variation in 
the statutes as to where the notice is to be filed. Many of the 
states require that the notice of lien be filed in the jurisdiction 
where the merchandise is located, while other statutes require 
that the notice of lien be filed with the recording officer of the 
jurisdiction where the borrower has its principal place of busi- 
ness. A few states require that the notice of lien be filed where 
the lender is located. Massachustts has a sound requirement 
that the notice be filed in the secretary of state’s office. Once 
filed, the notice remains in effect immediately under the pro- 
visions of most statutes. Such statutes require that when all 
obligations have been repaid, the borrower may require the 
lender to cancel the notice of record. A few statutes limit the 
duration of the notice, in the absence of re-filing, to a definite 
period, typically three years. 

As noted, the New York statute initially required, in addi- 
tion to the filing of a public notice, that a sign be placed at the 
principal entrance of the premises where the merchandise was 
to be stored. The sign merely recited the name of the lender 
and his designation as a factor or lienor and was obviously a 
vestigial remain of the “field warehouse” arrangement, which 
required the prominent posting of signs. The sign requirement 
served very little purpose, was of no help to creditors, and 
proved to be a nuisance. The borrower objected to it, because 
the presence of the sign was not only misleading and confusing 
but, in some cases, alarmed employees. The lender objected, 
because the validity of his lien depended on the cooperation of 
the borrower in maintaining the sign in its proper position, and 
the lender was constantly subject to the risk of obstructions and 
vandalism. These objections became so strong that the states 
which had the sign requirement initially amended their statutes 
to eliminate this provision, and other states enacted the statute 
without the sign requirement. Today, Missouri and Virginia 
are the only states which require the posting of a sign. 
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The Factor’s Lien Statute contemplates that the parties 
will determine between themselves what property is to be sub- 
ject to the lien and what indebtedness is to be secured. The 
property can be all or part of the inventory of the borrower, 
and it is clearly better to use all the inventory or, at least, 
all of a certain classification—say, all the leather or all the 
finished shoes. This lessens the problem of identification should 
insolvency proceedings take place. Experience has shown 
that it makes very little difference to a credit grantor whether 
a manufacturer pledges all or a part of his inventory, for when a 
notice of lien has been filed he grants credit on the assumption 
that the lien extends to all of the inventory. 


To identify the merchandise to be covered by the lien, the 
statutes require that it be described in a designation statement 
prepared and signed by the borrower which refers in gencral 
terms to the property to be covered. Obviously, the description 
will vary with the type of inventory involved. The shoe manu- 
facturer in the illustration, who is pledging his entire inventory, 
will, of course, include raw leather, findings, shoes in process, 
and finished shoes. The leather will be described by grades, 
quantities in feet, and dollar value. The findings will be 
described by the quantity in each category, and the shoes in 
process will be described, in the typical case, merely by dollar 
value drawn from the perpetual inventory of the borrower. 
The finished shoes will be described by style, dozens, and dollar 
value. 


The opening “designation statement” will be based upon a 
book or, preferably, a physical inventory, and thereafter a 
running record of the inventory in its various categories will be 
maintained on the basis of the designation statements submitted 
periodically by the borrower to the lender. It is the normal 
practice for the manufacturer to issue a new statement every 
time a substantial amount of raw materials is acquired—usually 
at weekly intervals. These periodic designation statements 
are mandatory under most statutes, but some statutes provide 
that the lien shall attach to property “consigned or pledged” 
to the lender and do not refer to any designation statements. 
In construing a statute of this type, the Supreme Court of 
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New Hampshire, in Colbath, Sheriff v. Mechanics Nat. Bank 
of Concord, 70 A.(2d) 608 (1950), held that the original in- 
tention of the parties to cover all present and future inventory 
was alone sufficient and that the lien applied to future-acquired 
inventory automatically as soon as the manufacturer came into 
possession. At any rate, from a business point of view, it 
would certainly be advisable for banks and other lenders to 
insist upon the issuance of statements whenever new purchases 
are made so that collateral records can be kept on a current 
basis. 


In summary, it can be seen that the factor’s lien statutes 
require that three basic formalities be observed, namely, the 
execution of a written agreement between the borrower and the 
lender, the filing of a public notice, and, in most states, the 
periodic submission to the lender of designation statements. 


What type of lender may use the statute? Most of the statu- 
tes make the lien available to lenders generally; others, to any- 
one who is engaged in the business of lending money on the 
security of merchandise; while a few of the statutes employ 
such restricted language that it is advisable for a potential 
lender to study the statute in his state carefully to make sure 
that he falls within the definition. 


The statutes are also general with respect to who may grant 
a lien. The universal requirement is that the borrower be the 
owner of inventory or the agent for the owner, but he also 
must be engaged in some pursuit which requires him to main- 
tain an inventory for the purpose of sale. To cite an extreme 
example, an eccentric who collects shoes as a hobby and does 
not intend to sell them could not validly grant a lien on the 
shoes. A manufacturer of shoes, however, can unquestionably 
grant a lien on the shoes which he has produced, for he has 
manufactured them only for the purpose of selling tuem. Some 
statutes require that the borrower be a manufacturer or a 
processor, while other statutes require that the borrower be 
engaged in selling merchandise at wholesale, and thus retail 
establishments are excluded. These limitations are the excep- 
tion rather than the rule, but they demonstrate the necessity 
of closely examining the statute in a particular case before 
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making a determination of whether the lien statute can be used. 


An important point to remember is that the lien is not ap- 
plicable to all types of personal property. On the contrary, 
although the statute varies from state to state, the lien is limited 
to those assets of a borrower which have been acquired for the 
purpose of sale in the regular course of business of the borrower. 
In other words, the factor’s lien may only extend to a bor- 
rower’s inventory. The lien may not cover the machinery and 
equipment of the shoe manufacturer, nor may it cover his office 
supplies, for such articles are not intended to be sold as part 
of the regular business of the borrower. The leather, the find- 
ings, and the finished shoes may, of course, be subjected to the 
lien, for these are the borrower’s inventory which he is only 
acquiring for the purpose of sale. Many of the factor’s lien 
statutes do not contain a definition of inventory per se, but they 
limit the lien to inventory by expressly excluding from the 
statute machinery and equipment, fixtures, and other specific 
items which by their very nature are not intended to be sold by 
the borrower in the regular course of business. 


By excluding specific articles, the statutes in some states 
render themselves inapplicable to certain items which in the 
case of a borrower in another state would be considered as in- 
ventory. For example, the statute in Rhode Island expressly 
excludes refrigerators, radios, heating equipment, and air-con- 
ditioning equipment. These items would constitute inventory 
for a concern engaged in the manufacture and sale of these 
particular appliances. Despite this, these articles could not 
be effectively covered by a factor’s lien in Rhode Island, al- 
though in most states it would be possible to grant a lien on an 
inventory comprising articles such as this. In general, the 
primary point to be determined in considering whether partic- 
ular property may be covered by the lien is whether the prop- 
erty has been acquired for the purpose of sale. 


Unlike most other types of security devices, the factor’s lien 
statutes contemplate that the collateral will change in character 
and description. They recognize that the lien will attach to 
raw materials such as hides, threads, and rubber heels, and that 
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it will continue without further act or formality to shoes in 
process and to finished shoes of various styles and descriptions 
which at the outset of the lien arrangement could not have been 
described with any exactitude by way of quantity and other 
identification. It may be said that the lien is designed to ex- 
tend to a mass of goods in all stages of process without the 
necessity of new lien agreements and additional filings as the 
collateral changes from an inventory which is primarily raw 
materials to an inventory which consists almost exclusively of 
finished goods. The transition of the lien through all stages is 
automatic. Meinhard, Greeff & Co., Inc. v. Edens, 189 F. (2d) 
792 (1951). 


The flexibility of the lien applies not only to the property 
which may be covered but also to the indebtedness which may be 
secured. All the statutes specify that the lien may secure loans 
and advances made to the borrower together with interest, 
expenses, and other charges connected therewith. Most of the 
statutes also provide that the lien may secure other types of 
indebtedness and obligations with such generality as to include 
term loans made on other security, such as plant mortgages or 
chattel mortgages on machinery and equipment, the obligations 
of a guarantor, contingent liabilities, and other obligations 
which may arise in the course of many types of transactions 
between the lender and the borrower. In re Frederick-S peier 
Footwear Corporation, 129 F.Supp. 484 (D.C. Conn. 1955). 
The indebtedness need not be incurred at the time the lien is 
created, nor must it be susceptible to precise description at the 
time the lien agreement is signed. The lien may secure not only 
indebtedness which is antecedent to the creation of the lien 
but also indebtedness incurred long after the lien has attached. 
Truly, the factor’s lien may be said to be a floating charge both 
in the sense of the property which may be covered and with 
respect to the indebtedness which may be secured. 


Once the written agreement has been executed and the 
notice has been filed, the lien becomes valid as against all gen- 
eral creditors of the borrower (in Tennessee, existing claims 
are not affected) and against all subsequent general and secured 
creditors. Substantially all the statutes expressly provide that, 
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regardless of the perfection of the lien, it is nevertheless invalid 
as to one special class of subsequent creditors, and that class 
comprises those artisans who under the common law, or under 
statute, enjoy a lien by reason of work or services performed 
on the merchandise. This class of preferred creditors is ex- 
tremely narrow and would include dyers, finishers, processors, 
and similar types of artisans. The extent of these preferred 
liens depends on local law. In some states the artisan is en- 
titled to a prior lien only on the specific goods to which his 
charges relate and not to goods on which he has not performed 
work or services. Aside from the narrow exception made in 
favor of artisans and processors and other statutory lien- 
holders, it may be generally stated that the factor’s lien when 
perfected is valid as against all third parties, including a trustee 
in bankruptcy and an assignee for the benefit of creditors. 


Substantially all of the factor’s lien statutes provide that the 
lien on merchandise is not valid as to bona fide purchasers of the 
merchandise in the regular course of business. To be more 
specific the statutes state that upon the sale of merchandise in 


the regular course of business the lien on the merchandise which 
has been sold automatically terminates, whether or not the 
purchaser has actual knowledge of the lien. This provision 
is eminently sound for the reason that inventory by its very 
nature is intended for sale, and both the borrower and the 
lender should recognize this fact. The free flow of commerce 
requires that purchasers may assume that the manufacturers 
with whom they transact business have the right to grant un- 
encumbered title to the merchandise which they sell. Such 
purchasers should not be required to make a search of the 
filing offices each time a purchase is to be made. This realistic 
treatment of the rights of purchasers in the regular course of 
business, i.e., the immateriality of actual knowledge, was unique 
with the factor’s lien statutes until a similar position was adopt- 
ed by the draftsmen of the proposed Commercial Code. 


On this point, it should be noted that substantially all the 
statutes grant to the lender a lien on the proceeds resulting 
from the sale of merchandise. Under many statutes this lien is 
merely a continuation or extension of the lien on the merchan- 
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dise itself, that is, the lender’s rights to the proceeds arise from 
the lien agreement and the recitation in the notice of lien that the 
lender claims a lien on the proceeds. Under these statutes the 
lien may be said to be automatic. Under a few statutes, how- 
ever, the lien on proceeds is subject to the lender’s performing 
some further act. For example, some states, because of special 
legislation on the subject of the assignment of accounts receiv- 
able, require that the lender notify the account debtor that the 
proceeds are to be paid to him. Other states require that a 
separate assignment of proceeds be executed in favor of the 
lender, while still other states require that the lender file a 
separate notice of assignment in compliance with the local 
statute governing the assignment of accounts receivable. 


With but one exception, where statutory provisions prevail, 
the enforcement and foreclosure of the factor’s lien are deter- 
mined entirely by the agreement between the borrower and 
the lender. The factor’s lien statutes do not prescribe the pro- 
cedure to be followed in the foreclosure of the lien. Under a 
typical lien agreement, the lender is given the right, in the 
event of default, to take possession of the merchandise, with or 
without legal process, and to sell the merchandise at public or 
private sale. The borrower, in turn, may require that he be 
given adequate notice of any proposed removal and sale, as 
well as a reasonable opportunity to correct a default. ‘The 
factor’s lien statutes leave it to the parties, in their lien agree- 
ment, to determine the method of foreclosure, and it is interest- 
ing to note that this latitude foreshadows a similar approach by 
the draftsmen of the Uniform Commercial Code in dealing 
with secured transactions. 


The factor’s lien statutes are a new and extremely useful 
security device. That this fairly uniform law has been enacted 
by twenty-six legislatures is a reasonable indication that it is 
filling the economic need for which it was designed, which is to 
enable a business concern to obtain working capital which would 
otherwise be unavailable were it not for its ability to grant an 
effective lien on its inventory. 
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Bank Held Estopped from 
Post-Bankruptcy Set-Off 
by Agreement to Accept 

Delayed Payments 


A wholesaler, faced with insolvency because of excess in- 
ventory, proposed to creditors that its debts be paid in instal- 
Iments in order that the business could be continued. The 
creditors agreed and five payments were made according to 
plan, but when expected seasonal demand for the product did 
not materialize, a petition in bankruptcy was filed. Appellant 
bank, the principal creditor, then offset the debtor’s deposit 
balance against the amount still owing to the bank and filed 
a claim for the remainder. The Referee held that the claim 
was denied unless the bank would surrender to respondent 
trustee in bankruptcy the amount set off. The district court 
upheld the Referee and, on appeal, held, affirmed, one judge 
dissenting. The approval by the bank of the bankrupt’s plan of 
pro-rata payments, and participation therein, were sufficient to 
estop the bank from asserting its right of set-off. First Nat'l 
Bank v. Dudley, 281 F.2d 896 (9th Cir. 1956). 


The traditional recognition by bankruptcy courts of the 
right of set-off,’ codified by section 68(a) of the Bankruptcy 
Act,” reflects the judgment that it is inequitable to require 
the debtor-creditor of an insolvent to pay his debt in full while 
granting him only a dividend on the insolvent’s debt. Competing 
with this is the policy, embodied in the statutory condemnation 
of preferences,* that a creditor shall not receive a greater pro- 
portion of his debt than do other creditors of the same class. 
Thus, despite the mandatory language of section 68(a), the 
This article is reprinted with the permission of the editors 4, > COLUMBIA LAW 
REVIEW published by the Columbia University, New York, N. 

1 Guenn, Tue Ricuts anp Remepies or Creprtors § 428 eens "Loyd, The Develop- 
ment of Set-Of, 64 U. Pa. L. Rev. 541, 547 (1916). 

2 $0 Srar. 565 (1898), as amended, 11 USC. § 108(a) (1952) (“In all cases of mutual 
debts or mutual credits between the estate of a bankrupt and a creditor the account shall 
be stated and one debt shall be set off against the other, and the balance only shall be al- 


lowed or paid.”). 
8 Bankruptcy Act, § 60, 30 Srat. 562 (1898), as amended, 11 U.S.C. § 96 (1952). 
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granting of a set-off has been held to be permissive* and subject 
to general equitable principles.’ Nevertheless, because of the 
dependence of the business community on bank credit, the 
Supreme Court has prescribed a broad application of section 
68(a) when a bank and its bankrupt depositor-borrower are 
involved,° and a deposit is presumed to be made in the ordinary 
course of business’ and thus not to effect a preference.* This 
presumption may be rebutted, however, and a preference 
proved, by showing that the money was deposited for a special 
purpose’ or was intended to be applied to the bank’s debt.” 
Even if a preference is not involved, set-off may be denied 
on a theory of waiver, estoppel, or trust. Acquiescence in the 
transfer of money from the bankrupt’s account to that of the 
trustee warrants a finding that the bank has waived its rights.” 
When a bank, privileged to set off a debtor’s deposit, answers 
an attachment suit against the debtor by reporting that there 
are funds on deposit, and reliance on such statement is shown, 
the bank is estopped from later asserting a set-off.* The active 
participation of the bank in a creditor’s committee managing 
the insolvent’s affairs converts the deposit from a debt to a 
fund for the benefit of all the creditors." Money deposited 
for a specific stated purpose constitutes a trust and may there- 
fore not be set off.‘ For the same reason, a deposit balance 
created as the result of a special sale, proposed by the bank, in 
4 Cumberland Glass Mfg. Co. v. De Witt Co., 287 U.S. 447, 455 (1915); In re Monon- 
eee 
v. Hoag, 84 U.S. (17 Wall.) 610, 622 (1878). nih 
6 Studley v. Boylston Nat’l Bank, 229 U.S. 528 (1918); see New York County Nat’ 
v. Massey, 192 U.S. 188 (1 904). 
7 aly LiqumaTion § 547 (1985). 


8 New York County Nat’l Bank v. Massey, 192 U.S. 188 ae (deposit not a transfer 
= section 60 of the Bankruptcy Act); see 4 Cottier, Bankruptcy 168.16 (14th ed. 


942). 
S Conitnentel Nat’l Bank v. Moore, 299 Fed. 270 (9th Cir.), cert. denied, 266 U.S. 612 
(1924) ; In re Gans & Klein Co., 14 F.2d 116 (D. Mont. 1926), aff'd on other grounds sub 
nom. Union Bank & Trust Co v. Loble, 20 F.2d 124 (9th Cir.) , cert. denied, 275 US. 545 
10 Goldstein v. Franklin Square Nat’l Bank, 107 F.2d $98 (2d Cir. 1989) (company’s 
intent); Callaway v. West Palm Beach Atlantic Nat'l] Bank, 69 F.2d 224 (5th Cir. 1984) 
— s intent) ; Frankford Trust Co. v. Comber, 68 F.2d 471 (Sd Cir. 1988) (account built 

p by bankrupt to cover the debt) ; ky re Wright-Dana Hardware Co., 207 Fed. 686 (N.D.- 
NY. 71913), rev'd on other grounds, 212 Fed. $97 (2d Cir. 1914) (collusion) . But see Citi- 
zen’s Nat’! Bank v. Line , 45 Fad 522 (4th th Cir. 1980 
11 May v. Henderson, 268 $1 (1925); In re Mauch Chunk Brewing Co., 181 F.2d 
48 (8d Cir. 1942); accord, In re Tietje, 268 Fed. 917 — 1920). 
12 In re Brockton Shoe Mfg. Co., 8 F. 959 (D. Mass. 19384). 
18 Twentieth Street Bank v. Gilmore, 71 F2d 594 (4th Cir. 900: First Nat'l Bank v. 

, 29 F.2d 400 (5th Cir. 1928); Stevens v. Bank of Manhattan Trust Co., 66 F.2d 502, 
505 (2d Cir. 1988) (dictum). 

14 Libby v. Hopkins, 104 U.S. $08 (1881); In re Davis, 119 Fed. 950 (W.D. Tex. 1903). 
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order to pay out-of-state creditors, is not subject to set-off.” 

In the instant case the agreement of the bank, with the other 
creditors, to accept delayed payments was interpreted as a col- 
lective agreement that all claims would be paid “on an equal 
and ratable basis” out of the proceeds from liquidation of in- 
ventory. The right to set-off was held to have been waived by 
the bank’s failure expressly to reserve it. The account was 
deemed a trust fund, and the bank was held estopped by its 
participation in the agreement. The failure of creditors to 
attach inventory established reliance. 

While the court’s interpretation of the facts may warrant 
the result,”* the analysis itself seems open to question. The 
arrangement called for “liquidation” of inventory in the normal 
course of business and not at a special sale, and the bank did 
not assert its claim until the debtor had defaulted on the agree- 
ment and filed a petition in bankruptcy. Furthermore, the re- 
liance element appears rather tenuous. An attachment of in- 
ventory would almost certainly have been ineffective since such 
action would have brought on bankruptcy proceedings. 


The effect of this decision will probably be to encourage 
creditor banks to exercise the right of set-off at once rather 
than grant any extension, thus precipitating bankruptcies. 
While a bank might avoid the result of the instant case by ex- 
‘pressly reserving its right of set-off," such action would 
probably make the trade creditors wary of agreeing to the 
extension. Since the extension of credit to temporarily falter- 
ing businesses with a view to avoiding bankruptcy is generally 
considered desirable,“* a contrary decision would apparently 
have been sounder. This is particularly so since the case con- 
sidered controlling by the court”® appears to have been readily 
distinguishable.” 


a eS Sat v. Loble, 20 F.2d 124 (9th Cir.), cert. denied, 275 US. 545 


(1927 

ps4, Union Trust Co. v. Peck, 16 F.2d 986, 987 (4th Cir.), cert. denied, 273 US. 767 

17 Instant case a 

18 Studley v. Te "Nat'l Bank, 229 U.S. 523, 529 (19138); instant case at 404 (dissent- 

ing opinion); Casenote, 34 Iowa L. Rev. 531, 585 (1949). Contra, MacLachlan, Amend- 

ment of the Bankruptcy Act, 40 Harv. L. Rev. 583, 602-08 (1927). 

ase). Bank & Trust Co. v. Loble, 20 F.2d 124 ‘(9th Cir.) , cert. denied, 275 U.S. 545 
20 Instant case at 403 (dissenting opinion); see Killoren v. First Nat'l Bank, 127 F.2d 

587, 543 (8th sh Cin 1942); Ingram v. Bank of Cottage Grove, 29 F.2d 86, (9th Cir. 1928) . 








BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Insurance Company Wins Suit on Lost 
Security Blanket Indemnity Bond Forms 


A case which will be of interest to bankers doing stock trans- 
fer and securities work has been decided by the United States 
District Court in the Southern District of New York. Suit 
was brought by an insurance company, which does an extensive 
surety business, against an insurance broker who claimed to be 
the originator of a plan to provide blanket indemnity protec- 
tion in the replacement of lost securities. The suit was in- 
stituted to clarify the company’s rights in regard to the bond 
forms it had used for many years in writing blanket indemnity 
bonds for banks. 

The broker’s defense was based on the contention that three 
indemnity bonds involved in this plan were protected by copy- 
right when they appeared in copyrighted pamphlets explain- 
ing his system for the replacement of lost securities. The 
insurance company asked the court for a declaratory judgment 
that the alleged copyright was invalid and not infringed, a 
judgment for damages and for injunctive relief. The broker 
countered with claims for damages based on copyright infringe- 
ment, unfair competition and he also asked for injunctive 
relief. 

In ruling in favor of the insurance company the court 
pointed out that the plan set forth by the broker and the legal 
composition of the bond forms he used were not copyrightable 
and that even if the bonds had been copyrightable, there had 
been no infringement by the company. The thinking of the 
court is found in its statement the arrangement of the contents 
of the broker’s bond, however novel, was “not copyrightable, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1419. 
79 
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for the novelty of the arrangement is the key concept in the 
plan, and ideas and plans fall outside the copyright laws.” 

No damages were proved by the insurance company but 
injunctive relief was granted; as a consequence, the broker was 
restrained from claiming a copyright on his plan or on any of 
his forms and from distributing any of the forms which pur- 
ported to be copyrighted. Continental Casualty Company v. 
Beardsley, United States District Court, Southern District of 
New York, April 4, 1957. Part of the opinion of the court is 
reprinted below: 


PALMIERI, D.J.—*Continental Casualty Company (Continental), 
an Illinois corporation, seeks a declaratory judgment that the defend- 
ants’ copyright is invalid and not infringed, damages for unfair competi- 
tion and for violation of the antitrust laws because of alleged misuse of 
the claimed copyright, and injunctive relief. The defendants seek 
damages on the ground of copyright infringement, unfair competition, 
and the inducement of breaches of implied contracts and confidential 
disclosures, and injunctive relief. The case was tried without a jury. 

Essentially, the litigation stems from the defendant H. T. E. Beards- 
ley’s (Beardsley) claim that he is the originator of a plan called the 
“Beardsley Plan” and that the elements of this plan were validly copy- 
righted when he published a book entitled: “The Replacement of Lost 
Securities by the Beardsley Plan,” on September 30, 1939, with notice 
of copyright. This book, better described as a pamphlet, consists of six 
pages, less than three of them explanatory matter, and the rest taken 
up by three insurance forms designed to provide blanket indemnity 
protection. 

The problem of replacing lost stock certificates was one which vexed 
corporations having large numbers of stockholders. Because the stock- 
holder as well as the corporation often had to do tedious and protracted 
paper work, in the event of stock certificate losses, the use of the 
blanket indemnity bond offered a convenient solution. Beardsley’s 
plan was, in essence, an adaptation of the blanket indemnity bond device 
to the exigencies of the situations requiring the replacement of corporate 
securities which became lost or were stolen. Whether or not defendant 
was the sole originator of his plan is disputed. It is, however, clear that 
he popularized blanket protection in this field and in the related fields 
of losses of stock sent through the mail and of transfer of stock in waiver 
of probate proceedings. 

The narrative part of the publication referred to was largely an ex- 
position of the reasons of convenience and economy which should impel 


*Footnotes and a portion of the opinion dealing with publication and unfair competition 
are omitted. 
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the use of the attached indemnity insurance forms both by corporations 
and their stockholders. On the first page of the narrative explanation 
and over the name of H. T. E. Beardsley appears the following: 


“The Beardsley Plan originated and developed by me, though 
appearing simple, required months of labor to perfect. There 
is no charge for the plan but if adopted I would naturally expect 
to be permitted to arrange the bond.” 


It was conceded that the publication was distributed gratis, that many 
large corporations adopted the use of the forms, or substantially similar 
forms, and that Beardsley derived a considerable income from the 
commissions paid to him by the surety companies designated by these 
corporations as indemnitors. 

Continental, which has its principal place of business in Chicago, 
does an extensive surety business. As part of that business, it has 
provided for the issuance of “Blanket Loss Original Instrument Bonds” 
which serve substantially the same purpose as the ones promoted by 
Beardsley in his business as broker. It has also underwritten coverage 
for losses of stock sent through the mails, and for transfers of stock in 
waiver of probate proceedings. 

The business interests of the plaintiff and Beardsley have been in 
conflict for a number of years, and at least since 1948. In that year, in 
a letter to Continental, Beardsley charged Continental with infringe- 
ment of his forms, and suggested that he could add plaintiff “to my 
list” and that he would “cooperate with them in getting for them a 
share of the business.” Presumably, this was to be in exchange for 
his being recompensed by Continental as broker on all such coverage 
handled by Continental. Beardsley also stated, in the same letter, that 
he claimed no copyright “on a Bond” and that he had not sued and had 
no intention of suing anyone for infringement; but he also stated he 
had assurances from his attorneys that he had a good copyright on 
“my forms.” 

There can be no question that the defendants’ business has been 
built upon the representations that the “Beardsley Plan” was Beardsley’s 
own, validly copyrighted, and consequently, the proper subject for its 
exclusive exploitation by him. Except for the narrative portion of the 
publication, plaintiff urges that Beardsley had nothing to copyright and 
that his assertions of exclusive rights of exploitation to the “Beardsley 
Plan” and to the documents implementing the plan have no legal basis. 
At the very threshold of the case, therefore, I must consider whether the 
defendants have a vaild copyright. 


I—COPYRIGHTABILITY 


The general purposes of copyright protection are to afford authors the 
right to reap the fruits of their expression and to promote the store of 
information and objects of culture available for public enjoyment and 
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application. Usually these two purposes are not inconsistent. Where, 
however, an author’s monopoly threatens to infringe unduly on public 
use of the ideas or objects of that expression, the courts have demons- 
trated flexibility in adjusting the conflicting theories. Thus copyright- 
ability may be altogether denied, or, if copyright is upheld, restrictively 
protected by requiring almost verbatim copying to constitute infringe- 
ment. In other situations, the subject and purpose of copyright may 
be explicitly defined so as not to authorize an over-generalized monopoly 
which would restrict fair use of the disclosed information or objects. 


The overreaching of a legitimate monopoly of expression has often 
arisen in connection with legal forms. The classic situation is the 
creation, by dint of labor and inventiveness, and publication of a novel 
arrangement which greatly simplifies the problems incident to a particu- 
lar legal task. Copyright protection is, of course, afforded the author as 
against copying disseminators of this information. The monopoly the 
author really covets, however,—the right to exact royalties from all who 
use the forms—is generally denied to him. Thus, in Baker v. Selden, the 
Supreme Court denied protection as against one who appeared to have 
copied an arrangement of columns for handling accounts. And in 
Dorsey v. Old Surety Life Ins. Co., protection was denied as against a 
user of insurance forms probably very similar to those of the copyright 
owner, the decision being based on alternative holdings of non-infringe- 
ment and lack of copyrightability. 


There is sound policy to support this position. Where infringement 
is accomplished by one who seeks to disseminate information, the 
situation is not different from those where expressions of novelists, poets, 
and artists are given liberal protection. However, where the putative 
infringement is accomplished by one who uses the legal form for the 
function for which it was designed, different considerations become 
important. 

Skill in drafting legal instruments necessitates familiarity with the 
applicable forms and with the apposite jurisprudence. It follows that 
time tested terminology lends itself to repetitive use, given similar needs 
for its employment. The essence of good drafting is to free the client 
as much as possible from the danger of litigation, and the chances of 
controversy are generally attenuated when words with a history of 
settled meaning or of accepted usage are found and utilized. While this 
practice in other fields might be termed plagiarism, among lawyers its 
propriety is unquestioned. 

One might urge that the propriety should be recognized if the puta- 
tive infringer demonstrates that he has labored independently of the 
purportedly copyrighted document, as, for example, testing the original 
language and modifying, rejecting or retaining it as the independent 
researches suggest. However, the argument would run, if there appears 
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to be merely a copying from the original—an unmistakable profiting 
solely from the labors of another—the copyright should be given effect. 
Although this position appears at first blush to be a just one, its adoption 
would create a mischievous precedent. A legal draftsman should not 
feel encumbered by copyright dangers vindicable only by court proofs 
of independent efforts, for such vindication in litigation is the exact evil 
his labors seek to avert. His skill should not lie in threading through 
jargon in a maze of forms, each one copyrightable because of a unique 
manner of expression even though all are on the same subject matter. 
Furthermore, the originator of a legal writing should have little to fear 
from one whose talents compel him to copy verbatim. The skill of a 
lawyer is commensurate with his ability to adapt present exigencies to 
foreseeable legal consequences. Such skill cannot be copied and the 
originator has nothing to fear from the slavish imitator. 

In the instant case, Beardsley has copyrighted and published, I 
will assume for this argument, a booklet of explanation with forms 
entitled the “Beardsley Plan.” There is no question that the booklet 
is copyrightable, and Continental so admits. There is also no question 
that Beardsley’s arrangement of contents in his proposed bond, however 
novel that arrangement may be, is not copyrightable, for the novelty of 
the arrangement is the key concept in the plan, and ideas and plans fall 
outside the copyright laws. While Beardsley’s statements and actions 
before and during trial suggest a claim of copyright that would include 
the arrangement, his brief is clear that he makes no claim to a copyright 
on the plan. Thus, the issue is drawn as to whether or not Beardsley’s 
bond is protectible against infringement of its language, assuming 
arguendo that there was copying. 

Continental, as a surety company, writes many forms of insurance 
in the normal course of its business, sometimes at the request of a pur- 
chaser, other times on its own initiative. Beardsley contends that Con- 
tinental wrote its bonds in the latter fashion, and that its making the 
bonds available and selling them to customers constitute an infringe- 
ment. But, in whatever fashion the bonds were written and sold, and 
the matter is disputed, it is clear that Continental, if it was using the 
information and language which Beardsley devised, was using it in the 
regular course of its business of selling and providing insurance. For 
the reasons expressed above, I hold that Beardsley is not entitled to copy- 
right protection as against Continental’s infringement, even assuming 
such infringement to exist. 


II—INFRINGEMENT 


Beardsley’s scheme, in general, provided for a surety binding itself 
to indemnify the corporation or transfer agent for liability which might 
result from improper replacement of lost securities. When a stockholder 
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would petition for the replacement of his lost shares, he would be sent a 
form of affidavit, which called for a request for replacement, a state- 
ment of his financial responsibility, and his promise to indemnify the 
surety, corporation and transfer agent. The surety, upon receiving this 
affidavit, would execute and deliver a certificate by which it assumed 
liability on the bond previously filed with the corporation or transfer 
agent, and the latter would then replace the stock. 


Defendant’s claims of copyright revolve around four points which 
he claims were original in his writings. His plan does not require the 
surety company to fix its liability by a specific sum on the bond filed 
by the surety with the corporation or transfer agent subscribing to the 
plan; instead the company can leave its penalty open limited only by a 
maximum sum established by statute for any specific claim. Another 
feature obviates the necessity of having a specific shareholder as principal 
of this bond; and surety assumes liability directly, fortified by the share- 
holder’s promise of indemnification. A third feature makes the bond 
prospective in its coverage; the losses of stock to which it applies have 
not yet occurred when the bond is executed. The fourth feature is a 
clause in the bond which makes the surety’s liability contingent upon 
its filing with the corporation or transfer agent a certificate by which 
it assumes its obligation. Except for unimportant variations, the other 
papers which defendant claims to have been infringed all bear similar 
notions and are similarly expressed. 


Defendant has sought to prove his claim of infringement by proving 
that the draftsman for the plaintiff had access to the Beardsley papers, 
which the plaintiff acknowledged, and that Continental’s forms are 
strikingly similar to Beardsley’s and to forms which allegedly infringed 
them. 

The defendant urges this by allusion to two solecisms in the Contin- 
ental papers: (1) a common grammatical error in verb tense identically 
made in a Continental form and in that of an alleged infringer; and (2) 
an inconsistency in that the term “principal” was not changed in all 
instances to “owners and obligors”, the terms describing those who were 
liable on the blanket bonds. Defendant suggests that the latter point 
demonstrates a “scissors-and-paste” job on the part of the Continental 
draftsman, an argument from which I presumably am to infer that the 
draftsman copied from the Beardsley paper those parts in which the 
persons who are liable are correctly described. 


I believe that defendant’s proof of infringement is insufficient, 
despite the apparent similarity of expression found in the forms of the 
two parties. This is especially so with respect to defendant’s claim of 
indirect infringement, that is, copying from the forms of an infringer, 
for there is no proof that the purported first infringer did in fact infringe. 
Defendant seeks to support his argument that the putative first in- 
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fringer alluded to above in the discussion of plaintiff's solecisms, settled a 
prior lawsuit brought by Mr. Beardsley. But, of course, a settlement 
cannot be proof of an acquiescence in the merits of Beardsley’s claims. 

The striking similarity of language is totally explicable by the nature 
of the insurance art. Both Mr. Beardsley’s format and his expressions 
were and are common in the business. For instance, practically all of 
his bond was anticipated by a blanket lost instrument bond to cover real 
estate transactions written in 1936 by the London and Lancashire 
Indemnity Company of America. It was also anticipated for the most 
part by a bond written in 1937 by the Fidelity and Casualty Company 
and by forms appearing in Christy, The Transfer of Stock 902. Both 
of the latter sources were employed by the plaintiff's draftsman. He also 
referred to a waiver of probate bond of the National Surety Corporation, 
allegedly written by Mr. Beardsley but not containing any notice of 
copyright and a blanket lost securities bond written in 1945 by the 
Great American Indemnity Co. 

The affidavit of loss similarly contains much identical language, 
which again is totally explicable by the nature of the art. Thus, 
defendant can claim no novelty of expression (novelty of idea is 
irrelevant) with respect to the information of financial worth sought to 
to elicited. Furthermore, there are differences in phraseology, which 
can be seen by comparing the following paragraphs in the two forms. 
Defendant’s form: 


“(8) Deponent agree in consideration of the foregoing to 
indemnify and protect said (Name Corporation, 
Banks, Surety Company) their Co-Transfer Agents, Co-Regis- 
trars, Co-Trustees and Co-Paying Agents, individually and as 
Trustee, Depositary, Fiscal or Paying Agent, Registrar, Transfer 
Agent and in any other capacity, their respective legal represen- 
tatives, successors and assigns, and also any successors in any 
such capacities, from any and all loss, damage or expense in con- 
nection with, or arising out of their compliance with the request 
of deponent herein set forth, and further agrees to furnish to the 
above-named obligees, without any expense to them, a new bond 
of indemnity, in such form and amount as said obligees may 
require, with satsifactory surety or sureties, in case the above- 
described Lost Security Blanket Bond and this Agreement of 
Indemnity should not at any time for any reason in the opinion 
of said obligees or any of them afford sufficient protection.” 


Plaintiff’s form: 


“Affiant, for himself, his heirs, assigns and personal representa- 
tives, hereby agrees, in consideration of the issue of such new or 
replacement certificate or certificates, or the distribution to affiant 
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of the liquidation proceeds thereof, and in consideration of the 
assumption by said Surety Company of liability therefor under 
its Blanket Bond, that affiant, his heirs, assigns, and personal 
representative, will indemnify, protect and save harmless the 
following named Obligees, their successors and assigns, from 
any and all loss or damage or expense in connection therewith. 
The Obligees referred to in this paragraph are (a) said Surety 
Company, (b) said Company, (c) its Transfer Agent, and (d) 
its Registrar, and (e) any additional or successor Transfer Agents 
or Registrars of said Company hereafter appointed. Affiant 
agrees that this affidavit and agreement may be attached to 
and made part of said Blanket Bond; and affiant hereby further 
agrees to furnish the Obligees (without expense to Obligees) with 
a new bond of indemnity with satisfactory surety or sureties in 
case said Blanket Bond and this Indemnity Agreement should 
not at any time, for any reason in the opinion of the Obligees, 
afford sufficient protection.” 


In comparing these paragraphs, one must remember that words of in- 
surance art, and not literary expressions, are involved. Therefore, what 
might be called a paraphrase and plagiarism in another matter, is 
significantly different for the purposes of the matter at hand. All the 
words and expressions are commonplace within the insurance field. 


Any different interpretation would serve to confer a monopoly of 
an idea. 

Defendant’s proof was intended to suggest the inference of copying 
from arguments directed at demonstrating striking similarity between its 
forms and those of the plaintiff. Where there were differences in word- 
ing between them, defendant then sought to explain plaintiff's language 
by tracing it to another source. This tour de force cannot be successful, 
and can only serve to hoist defendant by his own petard, since if his forms 
were to be subjected to the same treatment, they too would appear to 
infringe. And this for a simple reason—any novelty of arrangement Mr. 
Beardsley devised, and it is unnecessary for me to rule on this disputed 
point—was produced by applying familiar, boiler-plate language of the 
insurance art. Since the arrangement is the key idea of the Beardsley 
plan, and an idea cannot be copyrighted, and since Beardsley did not use 
a unique form of expression, defendant’s claim of infringement must 
fail even assuming insurance forms such as these are copyrightable. 


Continental, in addition to its action for a declaratory judgment that 
the Beardsley plan was not copyrightable nor infringed, also has sued 
for damages on the theory of unfair competition and violations of the 
anti-trust laws. Both of these last two causes of action have not been 
proved and they must be dismissed. 
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Defendant for many years has used assertions that his system was 
copyrighted as a business expedient. He has also stated that he would 
not desist from such assertions unless his copyright were to be in- 
validated by a court of last resort. Unless Beardsley is restrained from 
making these assertions, Continental’s business will continue to suffer 
substantial damage. Not only is it likely that business will be lost to 
it, but Continental would be compelled to engage in a multiplicity of 
suits in order to vindicate its position. Moreover, the difficulty of prov- 
ing the proximate cause for not gaining or for losing a particular source 
of business makes a suit for damages an inadequate remedy. For these 
reasons, and since their is no merit in the defendant’s position, defendant 
should be restrained from claiming a copyright on his plan or on any 
of his forms and from distributing any of his forms which purport to 
be copyrighted. 

Plaintiff is directed to submit a form of judgment on notice. 





Power of Attorney of Depositor Broad 
Enough to Protect Banks 


A power of attorney given by a depositor to her farm 
manager stated in part that the manager was empowered “(3) 
To issue notes or contracts for the purchase of live stock, cattle, 
cows, hogs, etc. to be fed and/or grazed on said farm” and 
“(4) To do all lawful acts requisite for effecting these premises, 
hereby ratifying and confirming all that the said attorney or 
agent shall do therein by virtue of these presents.” The de- 
positor brought suit against two banks on notes which the 
manager had executed under this power, alleging that the 
manager had exceeded his authority when he represented that 
the proceeds from the notes were to buy cattle when in fact 
he planned to use the proceeds for his own purposes (the de- 
positor had paid the notes and later brought this suit to re- 
cover the payments). In ruling in favor of the banks the 
court pointed out that under broad powers of attorney such as 
these, a third party is not required to look beyond the power. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 56. 
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The agent becomes the trustee for his principal and the lender 
is not obligated to insure the proper application of the loaned 
funds. Crosby v. Loudoun National Bank of Leesburg, Crosby 
v. Peoples National Bank of Leesburg, United States Court of 
Appeals, Fourth Circuit, 285 F.2d 540. The opinion of the 
court is as follows: 


PRETTYMAN, C.J.—In 1939 Mrs. Agnes Dale Crosby entered 
upon a cattle-raising venture on a farm she had acquired in Fairfax 
County, Virginia. Being inexperienced in the matter she employed a 
manager, one James M. King. On February 1, 1941, she gave King a 
written power of attorney, which constituted him her attorney and agent 
and empowered him: 


“(1) To manage and operate my farms in Broad Run District 
in Loudoun County, Virginia, lying on the Potomac River, near 
Sterling, Va., containing about 1600 acres of land. 

“(2) To buy any live stock to be fed and grazed or worked 
on the said farms, and sell same in my name. 

“(3) To issue notes or contracts for the purchase of live 
stock, cattle, cows, hogs, etc. to be fed and/or grazed on said farm. 

“(4) To do all lawful acts requisite for effecting these 
premises, hereby ratifying and confirming all that the said attor- 
ney or agent shall do therein by virtue of these presents.” 


The farm was operated under the foregoing power for ten years. 
Then, in March, 1951, Mrs. Crosby gave King another power of attorney, 
identical with the earlier one except for paragraph (3), which in the 
new document read: 


“(3) To execute notes, contracts or deeds of trust securing 
said notes for the purchase of live stock, cattle, cows, hogs, etc. 
to be fed and/or grazed on said farm.” 


The main operation of the farm was the pasturing and feeding of 
cattle. Generally speaking, cattle were bought in the spring and sold 
in the fall, but sometimes they were kept over to the next spring or even 
the next fall. Mrs. Crosby had no funds with which to begin this opera- 
tion and undertook it upon the basis of cattle loans. The process was to 
borrow money for the purchases and repay the loans when the cattle 
were sold. Mr. King was in complete charge of these financial dealings 
for Mrs. Crosby, conducting them under his powers of attorney. For 
the first ten years or more, or until about 1952, he dealt with the Peoples 
National Bank of Leesburg, Virginia, and thereafter he had some dealings 
with the Loudoun National Bank of the same place. In these trans- 
actions he borrowed money, gave notes and deeds of trust securing the 
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notes, renewed notes, and paid off notes, being authorized to sign her 
name in such matters and in fact doing so. When cattle were sold 
King customarily sent Mrs. Crosby the sales sheet from the stockyards, 
the cancelled note from the bank, the deed of trust, if any, and the differ- 
ence in money. Mrs. Crosby from time to time gave financial state- 
ments to the banks, including therein notations concerning the cattle 
operations. 

King terminated his employment with Mrs. Crosby in September, 
1953. 

On January 21, 1954, Mrs. Crosby was notified by the People’s Bank 
by letter that three notes signed by King as her agent, and secured by 
cattle, were past due. She thanked them for the notice and said she 
still had the cattle but was expecting to sell them and was getting 
in touch with Mr. King to that end. She asked if it would be possible to 
secure an extension on the loans. The Bank replied that it would renew 
the notes and that no doubt King would look after them. Then in 
March, May, June and July followed other notices to her of notes past 
due. These notes were thereafter renewed by King. 


In August, 1954, it developed that for some period of time King had 
not been buying cattle with the money he borrowed and had not been 
devoting the proceeds of sales to the payment of the bank loans. King 
died suddenly on August 9th. Conferences between Mrs. Crosby and 
officials of the two banks resulted in the payment by her of the very 
considerable totals of the notes due, the funds being obtained by a mort- 
gage on the farm. 

Thereafter Mrs. Crosby brought the four civil actions which are 
now before us upon appeal. In the action which is No. 7197 in this 
court she sued the Loudoun Bank, the subject matter being two loans 
made by King on February 26 and March 25, 1954, for $8,800 and $6,000, 
respectively. She alleged that King had exceeded his authority when 
he made the loans, representing that they were to pay for cattle whereas 
he was converting the proceeds to his own use, and that the Bank was 
negligent. By amendment she alleged that King was without authority 
to endorse the checks given him by the Bank when the money was 
borrowed. She prayed for declaratory judgment that the notes were 
not valid. 

In another action against the Loudoun Bank Mrs. Crosby alleged 
that King made a certain loan ($3,834 on December 23, 1952) secured 
by a deed of trust on cattle; that the note was twice renewed, once in 
July, 1954, when in fact there were no cattle on the farm; and that the 
Bank was negligent in renewing the note and was negligent in drafting 
the deed of trust by being so vague in the description of the cattle that 
this security could not be identified. She prayed judgment for recovery 
of the amount of the note she had been required to pay. 
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The third action, against the People’s Bank and some individuals 
whose interest is not here material, was substantially the same in prin- 
ciple, with different notes, amounts, etc., as the action last-above 
described. 

The fourth action was also against People’s Bank and was based 
upon a personal note of King upon which Mrs. Crosby was an accom- 
modation endorser. She alleged that King’s note was purportedly 
secured by a deed of trust on cattle but that the description of the 
security in the deed was so vague that the property could not be identi- 
fied, and thus she was deprived of recourse to that security for her 
protection. She claimed damages in the amount of the payment she 
was required to make. 

The cases were tried together. At the close of the plaintiff’s case the 
trial court dismissed the complaints, entering judgment for the defendant 
in its cross-claim in the action which is No. 7197 on appeal. 


We agree with the views which the trial judge took of the issues in 
the controversy. In the first place we think the power of attorney 
was broad enough to support and justify all the transactions which the 
banks had with King. Not only does the text of the 1951 document, 
which is the one in effect during the defalcations, support that view, 
but the course of conduct of the parties over the whole period of 
twelve or thirteen years supports it. 


Appellant argues that the bank had a duty to make certain that 
whenever a note was accepted or renewed the cattle were on hand as 
security. But we think no such duty existed. The power ran to the 
borrowing of money with which to purchase cattle, and thus cattle were 
not necessarily on hand when the money was secured. The power of 
attorney cannot be read, we think, as requiring that money be loaned 
only when cattle had already been bought. In other words we think 
the power of attorney did not require that every note be secured by a 
deed of trust; it authorized deeds of trust, it did not require them. In 
the second place, even if the banks had made certain that cattle were 
on hand when notes were made, Mrs. Crosby’s position would not neces- 
sarily be aided materially, because admittedly part of King’s dereliction 
occurred when he sold cattle and failed to apply the proceeds to the 
notes. It is not urged that the banks had a duty to insure that the 
proceeds of sales be paid to them. Such a requirement would obviously 
be impractical. It seems probable from this record that most of the 
appropriations of money by King were of funds received from sales 
rather than from the original loans; most of these notes were renewed 
after there were no cattle on the farm. 


As we have indicated, the meaning of the plain texts of the powers of 
attorney to King is made more certain by the course of conduct of the 
parties over the years. To relate the evidence in detail would prolong 
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this opinion unduly. Suffice it to say that the evidence was ample to 
support the District Court’s conclusion in this respect. 


The legal principle applicable to the foregoing part of the case is that 
under the broad powers of attorney such as these a third party is not 
obliged to go behind the power; the agent becomes trustee for his 
principal, and a lender is not obligated to insure the proper application 
of the loaned funds.! 


Appellant Crosby urges with special emphasis her contention that 
King had no power to endorse the checks which the banks gave him 
when they loaned him the money. But we agree with the District Court 
on the point. King had power of attorney to buy livestock, to execute 
notes for the purchase of such cattle, and to do all lawful acts “requisite 
for effecting these premises”. Mrs. Crosby knew, and the banks knew 
she knew, that the method of operation was for the banks to loan King 
funds upon a note in her name and to give him checks for the amount of 
the loan and for him to endorse the checks. For example, Loudoun 
checks of December 23, 1952, March 16, 1951, and December 20, 1951, 
were endorsed by him. She testified she intended King to receive money 
from the banks. There was nothing illegal in his endorsement of the 
checks in her name, so long as he had her authority to do so. He plainly 
had such authority. 


Mrs. Crosby urges that when the banks drew deeds of trust upon 
the cattle they were so vague in their descriptions that the security could 
not be identified. The deeds described the cattle by number, breed, 
color and weight. She says the banks should have insisted upon branding 
or tagging. She says the failure to do this deprived her of the oppor- 
tunity of recovering the security. But she testified it was customary 
for King to send her the cancelled deeds of trust when he sent her the 
cancelled notes and that she examined those deeds. So she knew the 
nature and terms of the deeds. If she thought them insufficient for her 
protection she should have said so long before the unhappy events here 
involved occurred. The trusts were primarily for protection of the 
lender of the money. If she wanted a secondary protection she should 
have claimed it. Further in this respect it was shown by evidence that 
the terms of these deeds were those customary in the trade in Loudoun 
County in making cattle loans. 


We think it is of some significance that many of these notes were 
executed or renewed with Mrs. Crosby’s knowledge after King ceased to 
be her farm manager; she had not then cancelled his power of attorney. 
Had she been diligent in this respect so much harm might not have 
resulted. ; 


1 See Warren-Scharf Asphalt Pav. Co. v. Commercial Nat. Bank, 6 Cir., 1899, 97 F.181; 
Brookfield Trust Co. v. Foster, 1922, 212 Mo.App. 347, 246 S.W. 617; 4 Bogert, Trusts 
and Trustees, § 767 (1948 ed.). 
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The District Court placed some reliance upon Mrs. Crosby’s ratifica- 
tion of King’s transactions with the banks. She paid the notes after 
she learned the full facts, and theretofore she had substituted new 
notes for the King notes. We agree that the ratification occurred, but 
we think it unnecessary to rest the decision in any part upon that fact. 

Affirmed. 


Service of Process on Manager of Foreign 
Banking Corporation Upheld 


In a case which will probably appear before the courts many 
times before all phases of it are settled, it has been held that 
service of process on the manager of a foreign banking corpora- 
tion doing business in New York is sufficient to give the courts 
of the state jurisdiction. The facts of the case are of consider- 
able interest. The president of the National Hungarian Goy- 
ernment in Exile brought suit against defendant, a Swiss bank- 
ing corporation qualified to do business in New York. He 
alleged that while his government was in power in Hungary 
in 1948 it created a trust fund for the government “should it be 
exiled from the country.” The fund was deposited with defend- 
ant in Switzerland and the next year the government was 
forced to flee from Hungary by the so-called Hungarian 
People’s Party which subsequently brought suit against de- 
fendant in Switzerland to recover the fund. 

Pending an appeal in that suit the defendant bank trans- 
ferred the fund to the existing Hungarian government and 
later, in this country, the president of the government in exile 
sought to recover the fund from the New York branch of the 
defendant Swiss bank. When the bank argued that the New 
York Supreme Court had no jurisdiction of this case, the court 
ruled that service on the manager of the defendant bank was 
proper since under the appropriate statute the bank was doing 
business in the state to such an extent that it “may be deemed 
here . . . with a fair measure of permanence and continuity.” 
Varga v. Credit Suisse, Supreme Court of New York, 155 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) 8 119. 





SERVICE OF BANK MANAGER 


N.Y.S.2d 655. The opinion of the court is as follows: 


McGIVERN, J.—Defendant, a Swiss banking corporation duly 
licensed to do business in this State pursuant to Article V of the Banking 
Law, appears specially herein and moves to vacate service of the sum- 
mons and complaint upon it, (a) for lack of jurisdiction of the person, 
and (b) for lack of jurisdiction of the subject matter. 

The following is a brief summary of the allegations of the complaint: 

Plaintiff, now a resident of New York, in or about August, 1948, 
became President of the National Hungarian Government. This Govern- 
ment was compelled to leave Hungary in 1949 and was supplanted by 
the so-called Hungarian People’s Republic. Plaintiff is presently Presi- 
dent of the National Hungarian Government in Exile. While plaintiff's 
government was in power, its Prime Minister, in accordance with its 
laws, created a fund “for the maintenance of the then Government of 
Hungary, should it be exiled from the country.” Three named indivi- 
duals, not parties to this action, were designated by such Prime Minister 
to administer said fund and they are trustees thereof. Such trustees 
deposited the fund with the defendant in Switzerland, and the defen- 
dant “received the same as depositary.” 

After the present satellite government in Hungary assumed power it 
sued the defendant in a Swiss court for the balance of such funds. 
Pending an appeal from a dismissal of this action, the defendant, “for 
its own political and economic interests”, transferred the proceeds of 


said fund to the present Hungarian Government. Prior to such transfer, 
the defendant terminated the contract of deposit because of the pending 
dispute as to title, and the defendant “thereupon held said trust funds 
as trustee for the use and benefit of . . . the said National Hungarian 


Government in Exile .. .”. 

Demand for payment of the fund to the plaintiff was refused by the 
defendant. Plaintiff herein sues individually, as President of the National 
Hungarian Government in Exile and also on behalf of other beneficiaries 
of said fund similarly situated. 

The relief requested includes a declaration that such fund is a trust 
fund, that the defendant and the named individuals are “trustees” there- 
of, and that the transfer of the fund by the defendant to the present 
Government was illegal; also, there is a requirement that the defendant 
account for the proceeds of the fund, and a direction that the defendant 
turn over to the named individuals the amounts so accounted for. 

Upon the instant motion no question is raised as to the sufficiency of 
the complaint, the necessity of joining additional parties or plaintiff's 
power to sue on behalf of others. The only issues are whether this 
Court has jurisdiction of the person of defendant and of the subject 
of the action. 

Section 200(3) of the Banking Law requires a foreign banking cor- 
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poration to appoint the Superintendent of Banks its agent for service of 
process “in any action or proceeding against it on a cause of action aris- 
ing out of a transaction with its New York agency ...”. Clearly, the 
instant action does not come within the scope of that section and, con- 
cededly, plaintiff did not serve the Superintendent. The summons and 
complaint in the instant litigation were served on the manager of 
defendant’s New York office. 

Section 229 of the Civil Practice Act deals with service upon foreign 
corporations generally . Subdivision 2 thereof provides for service upon 
a public officer “designated . . . by certificate filed in the department of 
state, the department of banks or the department of insurance”. This 
clearly shows that section 229 applies to foreign banking corporations. 
And subdivision 3 thereof authorizes service on “the cashier . . . or a 
managing agent of the corporation, within the state, if service cannot 
be effected under subdivision two of this section .. .”. 

Construing together Banking Law, § 200(3), and Civil Practice Act, 
§ 229, it would appear that service may be made on the Superintendent 
of Banks when a designation has been filed and the action is within 
the scope of the designation, and in other cases on the cashier or manag- 
ing agent, if one can be found in the state. It is not disputed that the 
individual served in the instant case had the duties of “managing agent”. 

Defendant claims that section 200(3) of the Banking Law should 
be construed as a limitation on the causes of action for which foreign 
banks may be sued in this state. This court rejects this position as 
untenable. Section 200(3) merely limits the actions in which the 
Superintendent may be served. Civil Practice Act, § 229(3), provides 
for service in other cases. 

Society Milion Athena v. National Bank of Greece, 166 Misc. 190, 2 
N.Y.S8.2d 155, affirmed Ist Dept., 254 App.Div. 728, 4 N.Y.S.2d 1004, 
cited by the defendant, dealt with a predecessor of Banking Law, 
§ 200(3). The former provision authorized service on the Superinten- 
dent in actions against foreign banks only when the plaintiff was a 
resident of New York. In this cited case, service on a managing agent 
was held proper in an action by a non-resident. 

Defendant also cites Newtown Jackson Co. v. Barclays Bank, Sup., 
133 N.Y.S.2d 726, to the effect that neither the Superintendent nor the 
New York branch may be served in an action not arising out of trans- 
actions of such branch. A perusal of that case indicates the Court held 
that objections to jurisdiction over the person had been waived, so the 
cited statement is but dictum with which, for the reasons above stated, 
this Court must respectfully disagree. 

Basic to the issue, of course, it is the essential that, in addition to 
service on a managing agent, the defendant be “doing business” in this 
State to such an extent that it may be deemed “here . . . with a fair 
measure of permanence and continuity”. Tauza v. Susquehanna Coal 
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Co., 220 N.Y. 259, 267, 115 N.E. 915, 917; Sterling Novelty Corp. v. 
Frank & Hirsch Distributing Co., 299 N.Y. 208, 210—211, 86 N.E.2d 
564, 565, 12 A.L.R.2d 1435; Society Milion Athena v. National Bank of 
Greece, supra. While the quantum of defendant’s activities in New 
York is not finalized in the papers submitted on this motion, even on 
the basis of the defendant’s admissions, its activities manifestly have 
sufficient extent and permanency to satisfy the tests laid down in the 
foregoing cases. 

Defendant also claims that even if it were subject to service indivi- 
dually, it is not subject to service as trustee of the fund, citing cases 
such as Matter of Barrett, 1st Dept., 286 App.Div. 843, 143 N.Y.S.2d 
816, holding that foreign fiduciaries are not subject to suit here. These 
cases, however, deal with executors, or with trustees of express trusts. 
Although the instant complaint is not explicit on this point, it would 
appear that the defendant herein is sought to be held not as a trustee of 
an express trust, but as a trustee ex maleficio, or as a constructive trustee. 
It is not alleged that defendant was every duly designated as trustee 
of the fund. The first reference in the complaint as to the defendant’s 
connection with the fund describes the defendant as “depository”. 
Later it is alleged that defendant terminated its “contract of deposit” 
and “thereupon” defendant held the funds “as trustee”. It thus appears 
that the plaintiff’s claim is that the defendant came into the possession 
of the fund as a depository, and became “trustee” only upon cancellation 
of the contract of deposit. 

Since, construing the complaint liberally, it would appear that the 
defendant is not being sued herein as trustee of an express trust, Matter 
of Barrett, supra, is inapplicable. 

The foregoing rationale also bears on the defendant’s claim that this 
Court lacks jurisdiction of the subject of the action. This claim is based 
on the doctrine that actions for accountings by trustees must be brought 
in the jurisdiction where the trust is administered. No case is cited to 
show that this doctrine applies to trustees ex maleficio. It has been held, 
on the contrary, that an action for an accounting is a transitory action. 
Silberfeld v. Swiss Bank Corp., 183 Misc. 234, 50 N.Y.S.2d 838, 839, 
affirmed 2d Dept., 268 App.Div. 984, 52 N.Y.S.2d 588. Defendant argues 
that the Silberfeld case is distinguishable because it was an action for 
an accounting under a contract. But the instant case would also appear 
to arise from a contract, to wit, the contract of deposit. 

Furthermore, the prayer for relief contained in the complaint would 
also seem to indicate that the instant action may be regarded as one for 
a declaratory judgment, authorized by Civil Practice Act, § 473. 

Accordingly, the motion is denied in all respects. Under Civil Prac- 
tice Act, § 237-a, subd. 5, the defendant herein may serve an answer 
within ten days after service of the order denying this motion, together 
with notice of entry thereof. 
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Lack of Knowledge of Misappropriation of 
Funds Relieves Bank of Liability 


The petition of a corporation bringing suit against a bank 
alleged that the bank was liable to the corporation for funds 
which had been misappropriated from the corporation over a 
period of 18 years by one of its officers. During this period 
of time the officer, who was in charge of the corporation’s 
financial affairs, made out checks which were countersigned by 
another officer and then altered so that the name of the payee 
became the North-South Transportation Company, a fictitious 
company which maintained an account in the defendant bank. 
The fictitious company account was in effect a personal ac- 
count of the defalcating officer who was the only one with 
authority to draw checks on the account. The alterations of 
the corporation’s checks were obscured by use of a perforating 
machine which stenciled the name of the corporation over the 
name of the fictitious payee after the alterations had been 
made. As a consequence the corporation conceded that the 
bank could not have discovered the alterations by the exercise 
of ordinary care. 

It did allege, however, that other circumstances should have 
put the bank on notice that the funds were being misappro- 
priated for the personal use of the corporation officer and that 
as a result the bank was liable under a state law for aiding the 
officer. The principal circumstance relied on by the corpora- 
tion was that in applying for loans from the bank the corpora- 
tion officer did not include in his financial statements any as- 
sets of the fictitious corporation at a time when the officer was 
depositing about $50,000 a year in the account. This, accord- 
ing to the plaintiff corporation should have made the bank 
suspicious enough to inquire about the propriety of the officer’s 
conduct. The court ruled that this and other circumstances, 
however, were not sufficient to put the bank on inquiry con- 
cerning the officer’s activity and were not clear enough to im- 
pute knowledge of the fraudulent scheme to the bank. National 
Nu Grape Company v. Citizens & Southern National Bank, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 67. 
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Court of Appeals of Georgia, 938 S.E.2d 381. The opinion 
of the court is as follows: 


Syllabus by the Court 

This was an action by a corporation, which sought to recover from 
the defendant bank moneys derived from checks of the corporation, 
signed by one of its officers, and payable to a trade name used exclusively 
by the officer drawing the checks, and deposited in the bank in the 
officer’s trade name, said moneys sought to be recovered being amounts 
paid to the bank by the check of the officer (depositor) in payment 
of the individual obligations of the officer to the bank and amounts 
paid to others by checks on the individual account drawn by the officer. 
The allegations of the petition were not sufficient to put the bank on 
inquiry whether the moneys so derived and so deposited were trust funds 
being misappropriated by the officer of the plaintiff corporation as a 
trustee ex maleficio. 

National NuGrape Company sued Citizens and Southern National 
Bank to recover the sum of $179,728.65 by reason of the facts shown in 
the petition. The petition alleged: “2. For many years petitioner has 
been in the business of manufacturing and selling flavor concentrates. 
The principal place of business of petitioners is in Fulton County, 
Georgia, at No. 794 Forrest Road, N.E., where its principal offices are 
located and where the principal business of the corporation is transacted. 

“3. The defendant herein is the Citizens and Southern National 
Bank, a national banking association organized under the Federal bank- 
ing laws with an office, agent and place of doing business in Iulton 
County, Georgia, and is subject to the jurisdiction of this Court. 

“4. Defendant is liable to petitioner in the sum of $179,728.65 by 
reason of the facts hereinafter set out. 

“5. From 1934 until August 24, 1953, petitioner had in its employ 
one R. O. Williams. From the time of his employment until April 28, 
1942, the said R. O. Williams served in the capacity of Cashier of 
petitioner, and from April 28, 1942 until August 24, 1953 he served 
as Assistant Secretary of petitioner. In such capacities he acted for 
the first ten years of his employment as assistant to the head bookkeeper 
and auditor, and for the balance of said time he acted as head book- 
keeper, his duties during all of such time being performed at the office 
of petitioner in Atlanta, Georgia. 

“6. Beginning on May 22, 1940 and continuing for the balance 
of the time he served as Cashier and Assistant Secretary of petitioner, 
the said R. O. Williams was authorized to sign checks for petitioner 
when countersigned by another officer. During such time, the principal 
accounts of petitioner were maintained at the First National Bank of 
Atlanta and The Fulton National Bank of Atlanta. 
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“7, From approximately 1944 until August 24, 1953 the said R. O. 
Williams had complete charge of the accounting records of petitioner, 
including the preparation of periodic operating statements and balance 
sheets, preparation of income tax returns, and the sole responsibility 
for checking monthly bank statements of petitioner against cancelled 
checks. 

“8. During such period all invoices rendered to petitioner, after 
approval and clearance through the particular department concerned, 
were routed to the desk of R. O. Williams, who had the responsibility 
of preparing the company’s checks in payment of the invoices. The 
practice followed was for Williams to prepare the check; sign the same, 
attaching it to the invoice, order and other supporting papers; place 
the check and supporting documents, including the invoice, on the 
desk of one of the officers authorized to countersign petitioner’s check; 
and after such signing, Williams had the responsibility for transmitting 
such checks to the proper parties. 

“9. In August of 1953, petitioner learned that said R. O. Williams, 
over a period of years beginning at approximately 1940, had mis- 
appropriated large amounts of petitioner’s funds which petitioner 
alleges exceeded the sum of $500,000, and later learned that the 
defendant herein had participated in a large portion of such mis- 
appropriations, as hereinafter set out. 

“10. As petitioner learned in August, 1953, the general method 
followed by said R. O. Williams in the misappropriation of funds was 
as follows: ‘In the year 1940 the said R. O. Williams opened a personal 
checking account in the Mitchell Street Office of the defendant in the 
name of North-South Transportation Company, the same being a 
fictitious name adopted by the said Williams. In making the mis- 
appropriations from petitioner, the said Williams would cause checks 
of petitioner to be prepared for payment of what is believed by petitioner 
to have been bona fide accounts payable of petitioner, would then sign 
such checks, attach to the copy of such checks the invoices for such 
accounts payable together with other supporting documents, take the 
original and such attachments to another officer of petitioner and have 
the original of the checks countersigned, as hereinabove alleged in 
Paragraph 8. The said Williams would then change the name of the 
payee from the name of the creditor on the invoice to the name of 
the North-South Transportation Company (Williams’ fictitious name), 
after which he would take the checks and deposit them in his personal 
account maintained in the fictitious name of North-South Transpor- 
tation Company at the Mitchell Street Office of the defendant, as 
hereinabove referred to.’ 

“11. Said R. O. Williams, having complete charge of the accounting 
records of petitioner, concealed from the other officers of petitioner the 








MISAPPROPRIATION OF FUNDS 499 


cancelled checks payable to North-South Transportation Company, 
and during all the course of his misappropriations, he made false financial 
statements showing a smaller profit on petitioner’s operations than was 
actually made. 

“12. Petitioner alleges that prior to January 1, 1949 the said R. O. 
Williams misappropriated from petitioner in the manner aforesaid a 
sum in excess of $300,000, said misappropriations being effected by 
several hundred individual transactions as outlined in Paragraph 10 
above. Petitioner further shows that the said R. O. Williams has 
destroyed all of the petitioner’s checks used in such misappropriations 
prior to January 1, 1949, due to the fact that petitioner does not have 
the actual checks involved, petitioner makes no claim in this suit for 
recovery with respect to any money misappropriated prior to said date. 

“13. Petitioner further shows that between January 1, 1949 and 
August 24, 1953, said R. O. Williams deposited in his personal account 
maintained in the fictitious name of North-South Transportation Com- 
pany at the Mitchell Street office of the defendant at least 254 such 
checks, constituting misappropriations from petitioner by the said 
Williams in the manner set forth in Paragraph 10 of the sum of 
$233,018.20, said deposits averaging over $4,000 per month. Petitioner 
has in its possession 239 of such checks and will produce the same on 
the trial of this case. 15 of such checks have been destroyed by R. O. 
Williams and cannot be produced by petitioner. There are attached 
hereto as Exhibits ‘A’ and ‘B’ two checks typical of all of the checks 
involved, and there is attached hereto as Exhibit ‘C’ a list of the dates 
and amounts of the 239 checks referred to above. 

“14. Petitioner further shows that at all times after June 5, 1940 
there was on file with the defendant a signature card for the North- 
South Transportation Company account showing that such account was 
actually a personal account of the said R. O. Williams and that the 
said R. O. Williams was the sole person who was authorized to sign 
checks on such fictitious account. Petitioner further shows that by 
reason thereof all employees of defendant who had any dealings with 
said R. O. Williams during such time, either in accepting deposits in 
said North-South Transportation Company account or in making pay- 
ments of checks drawn by the said Williams on said account, were 
charged with constructive notice of the facts show by said signature 
card referred to above and with constructive notice that all of the 
checks deposited in said account in the manner set forth in Paragraph 
10 above were corporate checks of petitioner signed by R. O. Williams 
as an officer of petitioner and payable personally to the said R. O. 
Williams. 

“15. Petitioner shows further that Cecil Hester, who at all times 
since June 5, 1940, has been a Vice President of defendant and in 
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charge of its Mitchell Street Office, opened the North-South Trans- 
portation Company account for R. O. Williams, and by reason thereof 
has at all times since June 5, 1940 had actual knowledge that the 
North-South Transportation Company account at defendant’s Mitchell 
Street Office was nothing but a personal account of the said R. O. 
Williams and that the said R. O. Williams was the only person author- 
ized to draw checks thereon. 

“16. Petitioner further shows that from time to time prior to and 
subsequent to January 1, 1949, said R. O. Williams made personal loans 
from defendant through the said Cecil Hester and other officers of defen- 
dant, the names of whom are unknown to petitioner but are well known 
to defendant; that in connection with such loans the said R. O. Williams, 
beginning in November, 1948 and from time to time thereafter, gave 
personal financial statements to defendant; that none of such financial 
statements showed any alleged assets of any alleged company in the 
name of North-South Transportation Company; that the financial state- 
ment furnished to defendant as aforesaid by the said Williams in 
November, 1948, showed that his total income was $20,000 per year and 
a financial statement furnished on April 1, 1953 as aforesaid showed that 
his annual income from all sources was $25,000. Petitioner further shows 
that the aforesaid facts, when considered in light of the fact that R. O. 
Williams was depositing in the North-South Transportation Company 
account approximately $50,000 each year, should have caused the 
said Cecil Hester and other officers of the defendant to make inquiry 
with respect to the checks of petitioner being deposited by Williams in 
his personal account maintained in the fictitious name of North-South 
Transportation Company in the manner alleged in Paragraphs 10, 12 
and 13 above, and such inquiry, if made, would have disclosed that all 
such checks were fraudulent. 


“17. Petitioner shows that by reason of the facts set forth in Para- 
graphs 14 through 16 above, defendant at all times subsequent to 
January 1, 1949 was charged as a matter of law with constructive notice 
that R. O. Williams was a trustee ex maleficio with respect to the funds 
deposited by him in his said personal account maintained in the fictitious 
name of North-South Transportation Company at the Mitchell Street 
Office of the defendant, and that the amounts on deposit with defendant 
in such account were actually funds belonging to petitioner. 


“18. Petitioner shows that defendant itself participated in such 
misappropriations of R. O. Williams by receiving in payment of personal 
obligations of the said R. O. Williams to defendant the following amounts 
belonging to petitioner, which, under the circumstances related above, had 
been deposited by the said R. O. Williams in his personal account main- 
tained in the fictitious name of North-South Transportation Company 
at the Mitchell Street Office of the defendant, said payments to defendant 











MISAPPROPRIATION OF FUNDS 501 


being made at a time when defendant was charged as a matter of law 
with constructive knowledge that the amounts on deposit in said ficti- 
tious name account were actually funds of petitioner. There follows a list 
of 29 checks dating from February 28, 1949 through July 29, 1953, total- 
ing $25,301.72 with the statement in said paragraph “total appropriated 
defendant subsequent to January 1, 1953 $25,301.72”. The list of checks 
above referred to drawn since January 1, 1953 totaled $4,000 principal, 
approximately $60.00 interest. 


“19. Petitioner shows that in August 1953, when it learned of the 
said misappropriations, all amounts so misappropriated and deposited in 
the North-South Transportation Company account as aforesaid had been 
paid out either on personal indebtedness of the said R. O. Williams to 
the defendant as aforesaid or for other personal uses by said R. O. 
Williams, except a balance of $792.58 in said fictitious account. 

“20. Petitioner further shows that it has never at any time had 
any business dealings with any company by the name of North-South 
Transportation Company or with R. O. Williams doing business as North- 
South Transportation Company, and that it has received no benefit what- 
soever from any of the amounts misappropriated from it by the said 
Williams as aforesaid. 

“21. Petitioner shows that by letter of March 23, 1954 through its 
attorneys herein, it made demand upon defendant through its attorney, 
Henry J. Miller, in the sum of $235,393.88, which is the amount of defen- 
dant’s liability arising on and after February 28, 1949. Petitioner 
further shows that the defendant has acknowledged that the funds in 
the R. O. Williams’ personal account maintained in the fictitious name 
of North-South Transportation Company were funds of petitioner by 
paying to petitioner since said demand the sum of $792.53 representing 
the balance in the said account in August, 1953, when petitioner learned 
of the aforesaid defalcations of Williams, but that defendant on July 6, 
1954 denied the balance of the demand made as aforesaid. 

“22. Petitioner shows that defendant is liable to it in the amount 
of $25,301.72, which is the amount of its money actually appropriated 
by the said defendant in payment of R. O. Williams’ personal obligations 
to defendant as set forth in Paragraph 12 above, and in addition is liable 
to petitioner in the further sum of $205,767.65, which is the balance (after 
allowance for the said $792.53 payment as set out above) of funds mis- 
appropriated by the said Williams from petitioner as hereinabove alleged 
after February 28, 1949, the date on which the defendant itself first 
participated in the fraudulent misappropriations by receiving the sum 
of $2,659.73 from the North-South Transportation Company account 
as alleged in Paragraph 17 in payment of a personal obligation of Williams 
to it. Petitioner shows that defendant is further liable to it for interest 
at the rate of 7% per annum from July 6, 1954. 
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“93. Petitioner shows that promptly after learning of the aforesaid 
defalcations of Williams, petitioner sought and obtained a receivership 
for the said R. O. Williams in Carroll Superior Court, and through its 
diligent efforts in said proceedings it realized the sum of $51,340.72. 

“24 Petitioner shows that during the period of the misappropria- 
tions herein complained of, a fiduciary relationship existed between it 
and R. O. Williams; that during such time petitioner was deterred from 
discovering such misappropriations and from the bringing of this suit 
by the fraudulent acts of R. O. Williams as hereinabove alleged; that 
the defendant herein participated with the said R. O. Williams in such 
fraudulent acts and received the fruits of such misappropriations as 
hereinabove set forth; that because of such participation by defendant, 
the defendant is chargeable with the fraud of Williams in deterring 
petitioner from the bringing of this action; and that by reason of the 
foregoing, if any statute of limitations is applicable to any portion of 
the claim herein asserted, the same has been tolled under the provisions 
of Section 3-807 of the 1933 Georgia Code until on or about August 2, 
1953, when petitioner first learned of the fraudulent misappropriations 
and acts of the said Williams. 


“25. Petitioner further shows that it acted with promptness after 
learning of the facts complained of in this petition in presenting its 
claim to the defendant and filing this suit.” 


The defendant demurred to the petition generally and specially. The 
court sustained the general demurrer, dismissed the action, and the 
plaintiff excepts. 

Smith, Kilpatrick, Cody, Rogers & McClatchey, A. G. Cleveland, Jr., 
Atlanta, for plaintiff in error. 

Alston, Sibley, Miller, Spann & Shackelford, Henry J. Miller, Atlanta, 
for defendant in error. 


FELTON, Chief Judge. 


1. At the outset it should be stated that it is not the contention 
of the plaintiff that the forged alterations changing the names of the 
payees of the checks to North-South Transportation Company were 
discoverable by the exercise of ordinary care. We understand it to be 
conceded by the plaintiff that the checks were prepared by R. O. 
Williams and presented to the countersigning officer of National 
NuGrape Company before he changed the name of the payees and 
ran them through a protectograph machine which stenciled “Nugrape” 
and the amount in dollars and cents on the line made for the placing 
of the amount of the check. We understand that it is also conceded that 
R. O. Williams changed the names of the payees before running the 
checks through the protectograph, and that the perforations made by 
the machine over the payees’ names prevented the detection of the 
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alteration of the payees’ name. Either these facts are true or the 
countersigning officer countersigned the checks after the alteration was 
made. In either event, one to whom the checks were negotiated, 
without more, had a right to regard the checks as authoritatively 
made payable to North-South Transportation Company, and the defen- 
dant bank, after Williams opened his personal account with the defen- 
dant in the name of the transportation company, without more, had a 
right to assume that the checks were authoritatively made payable to 
R. O. Williams, individually. 

It should also be noted at the outset that the petition does not 
allege that the plaintiff’s countersigning officer conspired with R. O. 
Williams, and that the defendant was charged with that knowledge, nor 
that Williams opened his account with a check from the plaintiff. 


It should be noted also that the defendant is charged with construc- 
tive knowledge that R. O. Williams was a trustee ex maleficio because 
of the following facts: (1) that the defendant knew that the funds in 
the North-South Transportation Company account were the individual 
funds of R. O. Williams; (2) that the defendant was charged with con- 
structive notice since June 5, 1940, when Williams opened the account 
with Cecil Hester, vice president of defendant bank, that the checks 
deposited by Williams in the North-South Tranportation Company 
account were corporate checks of petitioner, signed by R. O. Williams 
as an officer of petitioner and payable personally to R. O. Williams; that 
from time to time, R. O. Williams made personal loans from defendant 
through Cecil Hester and other officers of defendant, and that, beginning 
in November, 1948, and from time to time thereafter, gave personal 
financial statements to defendant none of which showed any assets of 
any alleged company in the name of North-South Transportation Com- 
pany, and that the financial statement in November, 1948, showed that 
his total income was $20,000 per year, and the one furnished on April 
1, 1953, showed that his annual income from all sources was $25,000; 
(3) the fact that R. O. Williams was depositing in his North-South 
Transportation Company account approximately $50,000 per year should 
have caused Cecil Hester and other officers of the defendant to make 
inquiry with respect to the checks of petitioner being deposited by 
Williams. 

2. The plaintiff bases its rights to recover on Code, § 108-423 and 
American National Bank v. Fidelity & Deposit Co., 129 Ga. 126(1), 
58 S.E. 867. The Code section provides: “All persons aiding and assist- 
ing trustees of any character, with a knowledge of their misconduct, 
in misapplying assets, are directly accountable to the persons injured.” 
In the American National Bank case the court said: “If a bank has notice 
or knowledge that a breach of trust is being committed by the improper 
withdrawal of funds, it incurs liability, becomes responsible for the 
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wrong done, and may be made to replace the funds which it has been 


instrumental in diverting; .. .”. 


Code § 13-2042 provides: “Whenever any agent, administrator, 
executor, guardian, trustee, either express or implied, or other fiduciary 
whether bona fide or mala fide shall deposit any money in any bank 
to his credit as an individual, or as such agent, trustee, or other 
fiduciary, whether the name of the person or corporation for whom he 
is acting or purporting to act be given or not, such bank shall be 
authorized to pay the amount of such deposit or any part thereof, upon 
the check of such agent, administrator, executor, guardian, trustee, or 
other fiduciary, signed with the name in which such deposit was entered, 
without being accountable in any way to the principal, cestui que trust, 
or other person or corporation who may be entitled to or interested in 
the amount so deposited. 


Nothing herein contained shall prevent the person or corporation 
claiming the beneficial interest in or to any deposit in any bank from 
resorting to the courts to subject such deposit, provided such action 
is brought and served before such deposit is paid out, and to any action 
brought for this purpose both the bank and the depositor shall be neces- 
sary parties defendant.” 


To charge a bank with notice that a depositor is acting in violation 
of his trust so as to render it liable for the amount paid out on his 
check or order to one other than the bank itself, the circumstances 
must be such as to raise a presumption of knowledge that the depositor 
is acting dishonestly, or adequate notice to the bank may come from 
circumstances which reasonably support the sole inference that a breach 
of trust is intended. Michie, Banks and Banking, Vol. 5A, p. 161; 7 
Am Jur. § 522; Bischoff v. Yorkville Bank, 218 N.Y. 106, 112 N.E. 759, 
L.R.A.1916F, 1059. Judge Sibley speaking for the court in Atlanta & 
St. A. B. Ry. Co. v. Barnes, 5 Cir., 95 F.2d 273, 276, stated as to such 
cases: “The penalty thus visited ought to be supported by the mala 
fides of a fraudulent intent, or by a negligence so great as to show 
wilful ignorance. Simple neglect to enquire about circumstances which 
ought to have excited attention is not enough, just as it is not enough 
to prove a want of good faith in purchasing negotiable paper. ... Com- 
mercial transactions are not put within the strict fetters of constructive 
notice.” It is too well known to require citation of authority that 
generally a creditor who receives from a corporate officer in payment 
of his personal debt a check drawn by such officer on the corporation’s 
account to the creditor’s order must make restitution to the corporation. 
In such a case the creditor is charged with notice that the transaction 
is invalid. That is not the case, however, where, as in this case, 
the corporation’s checks are deposited to the trustee’s individual account 
and where the checks on the corporation were countersigned by another 


MISAPPROPRIATION OF FUNDS 505 


officer of the corporation. In such a case a signature or countersignature 
by another officer changes the transaction from one with fraud on its 
face to one showing good faith on its face. Henderson Lumber Co. v. 
Chatham Bank & Trust Co., 33 Ga. App. 196, 125 S.E. 867. In the 
Henderson case the ruling is based on the authority of a secretary to 
execute the instrument. The secretary was a disinterested party, and 
the holding that the seal of the corporation gave rise to the presumption 
that the secretary had authority to sign for the corporation does not 
mean that it gave rise to the same presumption as to the guilty president. 
It was expressly stated in that case that a corporate seal would not 
change the prima facie presumption that an officer of a corporation was 
without authority to use his company’s credit for his own purposes. In 
this case there is no suggestion that the countersigning officer was 
without authority to countersign the checks, so this case, to the extent 
of showing authority in the signing by an officer other than the guilty 
one, stands on the same footing as the Henderson Company case. The 
only difference between the ruling in the Henderson Lumber Company 
case and this one is that in that case the presumption of the authority 
of an officer, other than the one charged with fraud to sign the instru- 
ment arose because of the presence of the corporate seal, while in this 
case the presumption of the authority of the countersigning officer 
arises from the failure of the plaintiff to allege that such countersigning 
officer lacked the authority to countersign the instruments. The seal 
in the Henderson Lumber .Company case is significant only in that it 
raised the presumption of the secretary’s authority. If there had been 
no corporate seal] in that case, the presumption of the secretary’s author- 
ity could have appeared from the absence of allegation to the contrary 
or the fact of it from definite proof of authority. The absence of cor- 
porate seals from checks is not significant, as they usually do not carry 
them, which fact is a matter of common knowledge. Since the bank was 
justified in believing that Williams was authorized by the corporation 
to draw the checks because they were countersigned by another dis- 
interested official of the corporation, the question arises as to what kind 
of knowledge or notice was required to hold the bank guilty of aiding 
in the misappropriation. The bank did not have actual knowledge that 
Williams was a trustee. It is charged with constructive knowledge of 
the fact that Williams was a trustee because the deposits in the North- 
South Transportation Company account were not included in financial 
statements to the bank. Then if such constructive knowledge is suffici- 
ent, the bank is further charged with constructive knowledge that the 
trust funds were being misappropriated. In cases such as this, where the 
creditor does not benefit, the corporation whose officer defaults is 
required to show facts leading to the sole inference of mala fides. In 
cases where the creditor receives the benefit of such a transaction, it 
would seem that the credit should at least have actual knowledge 
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of the fact of the trusteeship. Otherwise, instead of relieving a bank 
of the fetters of constructive notice the burden of constructive notice 
would be doubled and one fact of constructive notice would be super- 
imposed on another. But however that may be, and assuming but not 
deciding that such a chain of constructive notice is sufficient, the petition 
in this case fails to allege facts which a jury could find were sufficient 
to put the bank on notice that the North-South Transportation Com- 
pany account was a trust account. In deciding this question the 
facts on each side of the scales have been studiously examined. In 1940 
R. O. Williams opened the checking account with Cecil Hester, a vice 
president of the bank. It is not alleged whether when the account was 
opened it was opened by a deposit of a check from the plaintiff to 
North-South Transportation Company. The checks to North-South 
Transportation Company were countersigned by another officer of the 
plaintiff with authority to do so. This fact was sufficient to entitle the 
bank to rely on the bona fides of transactions and the conclusion that 
the funds so deposited belonged to R. O. Williams individually, regard- 
less of whether the bank could also be of the opinion that Williams might 
reasonably have a transportation company which did business with 
the corporation for which he worked. From May, 1939, to 1944, an 
officer other than Williams had the sole responsibility for checking 
monthly bank statements against canceled checks, and Williams’ activi- 
ties were not discovered. The defendant was justified in believing from 
this fact that the checks to North-South Transportation Company were 
made in good faith and were authorized. From 1944 to August 24, 1953, 
Williams had the sole responsibility of checking the bank statements 
against the plaintiff's canceled checks, and the defendant was justified 
during that period in believing that the drawing of the checks was 
regular and authorized because neither the plaintiff nor any drawee 
bank ever complained. On the other side of the scales, is the fact that, 
when Williams gave financial statements to the bank, he did not include 
therein the assets in the North-South Transportation Company account. 
This fact alone is argued as the basis for the plaintiff's contention that 
the bank was charged with constructive notice that the account was a 
trust account. Under the allegations of the petition, no conclusion here- 
in reached can be based on an allegation that the bank had actual 
knowledge of the trust account. It must be assumed that it did not. 
Then the pleaded facts must show that the mere omission of the account 
from the financial statements was enough to arouse the bank’s suspicion. 
This they do not do. In the first place, it was not alleged that the 
account was first opened with a check from the plaintiff. If it was not, 
the officers of the bank would never have occasion to suspect the 
nature of the account from its omission from a financial statement, 
under the petition as drawn. In the second place, it is not alleged except 
by inference that, at the time of any financial statement, there was 
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enough money on deposit in the account to merit its inclusion in a 
financial statement. In the third place, it is not alleged how or why 
the official of the bank who opened the account, even with one of the 
checks altered by Williams, should change his memory with the facts 
of the deposit, and why he should have informed other officers, as there 
was nothing of a suspicious nature to call for such extraordinary memory 
or precaution. In the fourth place, the petition does not allege that the 
particular kind of financial statement called for the inclusion of the 
assets of the account, if any. In the fifth place, even if vice-president 
Cecil Hester had remembered the details of the opening of the account, 
there is no allegation as to why he should have known of the amount on 
deposit at the time of the first or any other financial statement, and the 
mere allegation that he should have been suspicious of the account 
under the circumstances of this case is not sufficient to have required 
the bank to investigate the legality of Williams’ transactions. Since a 
lesser degree of care is required to bind a creditor bank than is required 
to bind one not a creditor, and since the petition does not allege facts 
which a jury could reasonably or intelligently find were suspicious 
enough to put the bank on notice that the account was a trust account 
as to moneys paid to it, it was under no duty to investigate the account 
in any event, and the court did not err in sustaining the general demurrer 
as to all of the checks and amounts sued for, since if the bank is not 
liable for the moneys it received from the account, it follows that it 
would not be liable for the amounts paid out of the account to others 
in the due course of business. 

None of the authorities cited by plaintiff requires or authorizes a 
different conclusion. In American Nat. Bank v. Fidelity & Deposit Co., 
supra, the receiver’s checks were required by court order to be counter- 
signed by the judge which fact the bank knew. In American Trust & 
Banking Co. v. Boone, 102 Ga. 202, 29 S.E. 182, 40 L.R.A. 250, the check 
was issued to J. H. Cooper as administrator, and he deposited the 
check to his individual account. The bank had actual knowledge 
that the check was made to an administrator, and was put on notice 
to see whether the representation of J. H. Cooper that he was sole 
heir of the estate was true, since the usual method of winding up 
estate required court action. In Georgia Railroad Bank & Trust Co. 
v. Liberty Nat. Bank & Trust Co., 180 Ga. 4, 177 S.E. 803, the checks 
involved showed on their faces that they were drawn upon funds of the 
ward and that they were payable to a person not entitled to them. As 
to the second count, a guardian is a special agent of the law and the 
law requires all persons dealing with him to examine his authority. See 
also Code, § 37-118. 

The court did not err in sustaining the general demurrer to the 
petition and in dismissing the action. 

Judgment affirmed. 
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Collection of Item Completed When 
Account of Bank is Credited 


Before her death a depositor directed the Bank of America 
where she had a joint account in her name and the name of the 
appellant to send her passbook covering a second account in 
the Anglo California National Bank to the latter bank with 
instructions to close the second account and have the proceeds 
placed in the joint account. On January 21 the withdrawal 
order and the passbook were sent to Anglo bank which on Janu- 
ary 22 closed the account and credited the balance to the Bank 
of America’s reciprocal account. This was the customary way 
the two banks transmitted funds in this sort of transaction. On 
Saturday, January 238 the depositor died and it was not until 
January 27th that the entry of the credit was made in the 
Bank of America’s ledger for the joint savings account. Both 
the surviving joint depositor and the deceased depositor’s ex- 
ecutor claimed the funds which had been transferred to the 
joint account. 


The court ruled in favor of the surviving joint depositor 
on the ground that the bank maintaining the joint savings 
account became the debtor of the joint depositors as soon as 
the collection was made and that the collection was in fact made 
when the Anglo bank credited the reciprocal account of the 
Bank of America. The relationship of debtor and creditor 
between the bank and its depositors was not delayed until the 
entry of the sum upon the ledger. It was rather when the 
bank received the funds for the depositor. 


The court rejected the executor’s theory that the depositor’s 
death revoked the Bank of America’s agency to make the col- 
lection and that therefore the bank had no authority to enter 
the item on the ledger of the joint account. It pointed out that 
the collection and payment had already been made by the time 
the depositor died and that the entry of the item on the joint 
account ledger was of no significance in the creation of the 
debtor-creditor relationship. Duggan v. Hopkins, District 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 390. 
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Court of Appeal, California, 304 P.2d 823. The opinion of the 
court is as follows: 


KAUFMAN, J.—This is an appeal by plaintiff Bernadette Duggan 
from that part of a decree quieting title which awarded the sum of 
$5,394.96 to Thorne Hopkins, as executor of the estate of Jeanette 
Thorne, deceased. Said sum had been claimed by appellant as part of 
a joint account standing in the names of deceased and appellant. 

Jeanette Thorne died on January 23, 1954, in the residence of 
Bernadette Duggan, appellant, with whom she had made her home 
since March, 1953. Shortly after Mrs. Thorne came to live with appel- 
lant, she made appellant a joint tenant on a bank account which she 
had in the Ocean-Faxon Branch of the Bank of America, San Francisco, 
and informed appellant that she wished her to have whatever money 
was in the account at the time of her death. She told her nephew 
William Hopkins, a beneficiary under her will, that the residue in said 
account at the time of her death was to go to appellant, as long as she 
could have a home with her. 

In June, 1953, Jeanette Thorne opened two accounts in the Ocean- 
Faxon Branch of the Bank of America, one a commercial account, which 
was still in existence at the time of her death; the other, a savings 
account, No. 5259. These accounts were created by transfers of funds 
from savings accounts in the Turlock Branch of the Bank of America. 

On June 22, 1953, Jeanette Thorne closed savings account No. 5259 
and caused the balance on deposit to be transferred to a savings account 
No. 5211 in the names of appellant and herself as joint tenants with 
right of survivorship. 

At the time Mrs. Thorne also had a savings account No. 2503 in 
Anglo California National Bank, San Jose Branch. 

On January 19, 1954, Mrs. Thorne executed a withdrawal order for 
the balance of savings account No. 2503 in Anglo, San Jose. The with- 
drawal order together with her passbook for said account were deposited 
at her direction with the Ocean-Faxon Branch, Bank of America, for 
collection and for deposit in joint savings account No. 5211. The Ocean- 
Faxon Branch issued collection receipt No. 1252 signed by Jeanette 
Thorne, which directed Bank of America to credit the amount of the 
Anglo account to joint savings account No. 5211. 

On January 21, 1954, the Ocean-Faxon Branch sent the withdrawal 
order and passbook to Anglo, San Jose, with instructions to credit the 
Bank of America general account with the proceeds of the account. 

On January 22, 1954, Anglo, San Jose, completed the withdrawal 
order, closed account No. 2503, and credited the balance of $5,394.96 to 
the Bank of America general account at the Head Office of Anglo and 
sent the advice of fate direct to the Ocean-Faxon Branch. 
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This method of transmitting money between the banks was a known 
recognized and reasonable custom and usage of banks, and Bank of 
America and Anglo California National Bank maintained reciprocal 
accounts with each other. 

On Saturday, January 23, 1954, Jeanette Thorne died. The bank 
was closed on Saturday and Sunday, hence the advice of fate was not 
received by the Ocean-Faxon Branch until after Jeanette Thorne’s 
death. The entry of the credit of $5,394.96 was not made in the ledger 
for joint savings account No. 5211 until January 27, 1954. Ocean-Faxon 
Branch up till this time had had no notice of Mrs. Thorne’s death. 


The trial court found that it was the intention of both appellant and 
Mrs. Thorne that the balance remaining in joint savings account No. 
5211 at the death of Mrs. Thorne was to be the property of appellant 
but that at the time of opening the account Mrs. Thorne did not intend 
to make a gift of the funds in said account to appellant. The court 
further found that Anglo, San Jose had closed account No. 2503 on 
January 22, 1954, and credited the Bank of America general account in 
San Francisco with the balance; that this method of forwarding proceeds 
of collections was a recognized and reasonable custom of banks; that 
the written advice from Anglo, San Jose, was not received by the Ocean- 
Faxon Branch of the Bank of America until after the death of Jeanette 
Thorne. The trial court concluded therefrom that the sum credited 
to account No. 5211, before the death of Jeanette Thorne, namely 
$8,085.99, belonged to appellant, but that the sum of $5,394.96, which 
was entered in said account on January 27, 1954, was the property of the 
estate of Jeanette Thorne. 

Appellant contends that the sum of $5,394.96 was collected before 
the death of Jeanette Thorne, therefore the collecting bank, Ocean-Faxon 
Branch, was from that time indebted to the holders of the joint account, 
and the fact that the advice of fate had not been received prior to the 
death of Mrs. Thorne is of no consequence. It is appellant’s position 
that the collecting bank became a debtor to Jeanette Thorne’s joint 
savings No. 5211 at the moment when the item was paid by Anglo, San 
Jose to the Bank of America, when the reciprocal account of said bank 
was credited with the amount of account No. 2503 according to the 
instructions from the Ocean-Faxon Branch. It is well settled that from 
the moment of collection of an item by a bank, the relationship of 
debtor and creditor arises, if no instructions have been given which show 
an intent on the part of the customer to keep the proceeds of the collec- 
tion separate from the general funds of the bank. In Powell v. Bank of 
America, 53 Cal.App.2d 458, 464, 128 P.2d 123, this distinction is noted 
and the court there quotes from a discussion of the subject in 8 Zollman 
on Banks and Banking, pages 401-409, where it is pointed out that banks 
usually adopt one of two methods of collecting against another bank, 
reciprocal accounts or remittance, and that under the first system, the 
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relationship of debtor and creditor arises as soon as the collection is 
made. It is said in Mitchie on Banks and Banking, Vol. 6, section 9, 
page 18, that it is sufficient if the collection is made according to custom 
by a settlement between the two banks on balancing accounts, that 
“this is a money settlement and the receipt of the money is payment 
in the actual business sense that the law requires, under the reasonable 
custom adopted by banks as a necessity and recognized as such through- 
out the world.” (And, see, 8 Cal.Jur.2d 128) (Emphasis ours.) 


When a bank receives money for deposit to a customer’s account the 
relationship of debtor and creditor immediately arises, and the relation- 
ship is not delayed until the time that the actual entry of the sum is 
made upon the ledger. See, Midway Five Oil Co. v. Citizens’ Nat. Bank, 
25 Cal.App. 366, 368, 143 P. 800; Luckehe v. First National Bank, 193 
Cal. 184, 187, 223 P. 547. 


There can be no question but that the relationship of debtor and 
creditor between Jeanette Thorne and Anglo, San Jose, had ceased on 
January 22, 1954, the day before her death, when Anglo had paid the 
balance of the account to Bank of America in accordance with the 
instructions of the Ocean-Faxon Branch by crediting the Bank of 
America account, and had mailed an advice of the completed transaction. 
On the collection request in the space headed “How Paid to Depositor”, 
Anglo had entered, “Due from Cr.” 


Respondent argues that the relationship of principal and agent 
existed between Jeanette Thorne and the Ocean-Faxon Branch, and 
that since she died before January 27, 1954, the day on which the item 
was credited on the joint account, the item was not collected until then. 
Therefore the agency being revoked by death, the bank could not 
carry out her instructions to credit the joint account upon the collection 
of the item from Anglo, San Jose. It is of course a well-recognized 
principle that the agent’s authority is terminated by death of the 
principal. Kunz v. Anglo & London Paris, Nat. Bank, 214 Cal. 341, 
5 P.2d 417. According to the above cited authorities, it appears, how- 
ever, that the collection and payment of the item had been made on 
January 22, 1954, the purpose of the agency fulfilled, and that the 
relationship of debtor and creditor had already been established. 


Respondent to avoid this result, relies upon sections 1013 to 1019 
of the Financial Code. Section 1011 provides that when any credit is 
allowed by a bank for an item drawn on, through or payable at any 
other bank, it shall be provisional and subject to final payment. In 
the instant case we have no evidence but that the payment was final. 
Section 1013 provides that when credit had been given the bank may 
have until midnight of the next businessday to revoke such credit, and 
if revoked such bank is entitled to a refund of, or credit for, the amount 
of the item. Respondent claims, that in view of these sections, and 
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section 1017 allowing a bank to charge back the item within such pro- 
visional period, there was no payment and no debtor-creditor relation- 
ship until midnight of the next business day, which would have been 
Monday, January 25, 1954. Since Jeanette Thorne had died on January 
23, the agency relationship terminated, the money was not owed to the 
joint account, but became the property of decedent’s estate. 


The sections relied upon by respondent do not appear to be in any 
way applicable to the present situation. The very wording of the 
sections show that they contemplate the coming into existence of a 
debtor-creditor relationship upon the crediting of an item, but that this 
relationship may be revoked, the credit reversed, or the money refunded 
during the protest period. The credit may be provisional under the 
section, but nevertheless, for the time being the relationship is that of 
debtor and creditor subject only to revocation if a reason for protest 
arises. 


We conclude that since Bank of America had been paid the proceeds 
of the account in Anglo, San Jose, before the death of Jeanette Thorne, 
the debt was owed from that moment to the joint account in accord- 
ance with her instructions, the nature of the debt was then fixed and 
her death later would not change its character. This being true, the 
amount collected would be owed to the owners of the joint savings 
account, and the collected sum of $5,394.96 should be paid to appellant, 
as survivor of that account. 


Appellant also contends that the opening of the joint account and 
the contract for collection of the Anglo, San Jose, account with instruc- 
tions to deposit the proceeds to the joint account constitutes a gift to 
eppellant. The trial court had made a finding which is supported by 
substantial evidence that at the time of opening the joint account, it 
was Jeanette Thorne’s intention that the funds therein should be used 
for the benefit of Jeanette Thorne during her lifetime and in accordance 
with her instructions, and that she intended that the balance remaining 
in the account at her death should be the property of appellant. No 
finding has been made in regard to decedent’s intent regarding the 
funds which were transferred from the San Jose account, but since she 
had ordered their transfer into joint savings account No. 5211, her 
intention has been clearly indicated that the conditions applying to 
account No. 5211 were to attach to this fund. She had done everything 
that she could do to effect that purpose. In the case of White v. Bank 
of America, 53 Cal.App.2d 831, 128 P.2d 600, it was held that there had 
been a complete gift of savings sccount to persons with whom deceased 
had a joint account, when she had delivered the passbook of another 
savings account to a bank teller together with a signed withdrawal slip, 
during the weekend, but her death intervened before the passbook and 
withdrawal order had been taken to the bank by the teller. In the 
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instant case, the signed withdrawal slip and passbook had been delivered 
to the bank with instructions to collect the sum and credit the joint 
account before the death of decedent. 

It has been held that delivery of a bank book with donative intent 
constitutes a gift of a savings account whether or not accompanied by a 
written order. Here, also we have the written order signed by decedent. 
See Wilson v. Crocker First National Bank, 12 Cal.App.2d 627, 630, 55 
P.2d 1208; Cahill v. Goecke, 10 Cal.App.2d 279, 51 P.2d 905. Delivery 
of the passbook may be made to a third person for the benefit of the 
donee. In re Estate of Escolle, 134 Cal.App.473, 480, 25 P.2d 860. 

It is clear, therefore, that the account formerly on deposit in the 
San Jose bank partakes of the nature of joint savings account No. 5211 
under either of the theories discussed above. 

In view of the foregoing, the decree is reversed with directions to 
the trial court to enter a decree in favor of appellant in accordance 
with the views expressed in this opinion. 


DOOLING, Acting P. J., and DRAPER, Justice pro tem., concur. 





Federal Court Affirms Decision of Michigan 
Comptroller Regarding Establishment 
of Branch 


In a very brief opinion, the United States Court of Appeals 
in the District of Columbia has upheld a ruling of the Michigan 
comptroller. The charter of a national bank in Michigan with 
offices in Saginaw and Lansing designated Lansing as the main 
office of the bank. In seeking permission to establish a branch 
bank in Saginaw, the bank interpreted the Michigan Financial 
Institutions Act, Section 34, to mean that a branch could be 
established in any city where a banking office already existed. 
The Comptroller and the Attorney General of the state inter- 
preted the words “in which said bank is located” to refer only 
to the city where the main office of the bank was located. The 
Court of Appeals agreed with this interpretation and affirmed 
the decision to forbid establishment of a branch in Saginaw. 
Michigan National Bank, Lansing, Michigan v. Gidney, Uni- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 215. 
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ted States Court of Appeals, District of Columbia Circuit, 


237 F.2d 762. The opinion of the court is as follows: 


PER CURIAM. 

Appellant, Michigan National Bank, was formed in 1940 out of a 
consolidation of six national banks, two of which were in Saginaw and 
Lansing, under a single charter which designated Lansing as the main 
office. Some years thereafter, appellant applied to the then Comptroller 
of the Currency for permission to establish a branch for its Saginaw 
component. Section 36(c) of Title 12 U.S.C.A. authorizes national 
banks to establish and operate branches. 


“if such establishment and operation are at the time authorized to 
State banks by the statute law of the State in question by 
language specifically granting such authority affirmatively and 
not merely by implication or recognition, and subject to the re- 
strictions as to location imposed by the law of the State on State 
banks.” 


Section 34 of the Michigan Financial Institutions Act provides, inter 
alia, that “any bank may .. . establish and operate a branch or branches 
within the limits of the city . . . in which said bank is located.” Comp. 
Laws 1948 Mich. § 487.34. (Emphasis supplied.) On July 14, 1954, 
the present Comptroller, appellee herein, advised appellant that he 
agreed with the view of the Attorney General of the State of Michigan, 
the General Counsel for the United States Treasury, and his own counsel, 
that the italicized words from the above-quoted State statute “refer 
to where the main office of the bank is located,” and does not refer, as 
appellant argued, to the place in which the “bank or any branch thereof 
is located.” Appellee therefore ruled that 12 U.S.C.A. § 36(c) forbade 
approval of a second branch bank in Saginaw. Appellant thereupon 
brought this declaratory judgment suit challenging appellee’s action. On 
cross-motions, the District Court granted summary judgment for 
appellee. This appeal followed. 


We think appellee’s action was based upon a proper construction of 
applicable law. The summary judgment upholding his action is, 
therefore, 


Affirmed. 
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Creditors’ Losses on 
Foreign Currency Loans 


GEORGE E. BAILEY* 


One of the normal incidents of operations by American 
business in foreign countries is the making of loans of foreign 
currencies. The past quarter century has been marked by sub- 
stantial declines in the values of the currencies of many countries 
expressed in terms of United States dollars." Upon repayment 
of loans of these currencies and the conversion of the currency 
received into dollars, the creditor finds himself in possession 
of less dollars than he owned at the beginning of the loan trans- 
action. Recent decisions have done much to dispel the uncer- 
tainty existing as to the tax consequences to the creditor result- 
ing from such repayment. 


In its simplest form the problem may be illustrated by re- 
ference to a case where an American taxpayer loans 1,000 
imaginary pesos worth 1,000 United States dollars to a foreign 
corporation or individual. The loan may be evidenced by a 
promissory note, by a bond, or merely by a book entry. As 
part of the loan transaction, the American taxpayer purchases 
pesos and transmits those pesos to the borrower. At a later 
date, and after a decline of 50 per cent in the value of the peso, 
the borrower returns 1,000 pesos to the lender. Thereafter 
the lender converts the 1,000 pesos into 500 United States dol- 
lars. 

Two interrelated questions are presented by these facts. 
First, has the American taxpayer suffered a deductible tax loss 
by reason of the transaction and, second, if a tax loss was in- 
curred, is the loss a capital loss deductible only to the extent of 
capital gains or is it an ordinary loss that may be offset against 
ordinary income? 

* General Tax Attorney, St. Louis-San Francisco Ry. Co., St. Louis 1, Missouri. 
Based in large part upon an article which appeared in the June, 1953 issue of TAXES— 
The Tax Magazine, copyright 1953, by Commerce Clearing House, Inc. 

1 For example, from 1929 to 1957 the Argentine peso declined in value from 42 cents 
to two and one-half cents, the Brazilian cruzeiro from 12 cents to one and one-half cents, 
the Chilian peso from 12 cents to less than one-quarter of a cent and the Mexican peso 


from 50 cents to eight cents. 
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516 THE BANKING LAW JOURNAL 


In the case of Haviland v. Edwards,’ the plaintiff was a 
member of a partnership owning German mark obligations 
representing loans made by the partnership before January 1, 
1918. In his amended return for 1919, and while the loan was 
still outstanding, plaintiff claimed as a deduction the deprecia- 
tion in value of the obligations as of December 31, 1919. The 
court denied the deduction, stating that the plaintiff was not 
entitled to inventory his foreign currency obligation but indicat- 
ing that variations in value of the loan would affect the income 
of the partnership when the obligation was closed out. 

In I. T. 2404,* the Bureau considered the case of a taxpayer 
who inherited a mortgage in German marks in 1918 which was 
repaid in 1920, and who reinvested the marks received in an- 
other mortgage in marks which was repaid in 1921. The Bur- 
eau concluded that the taxpayer experienced in 1920 a gain or 
loss depending upon whether the value of the marks received 
in that year in payment of the inherited mortgage note was in 
excess of or less than the fair market value of the mortgage 
note at the time of the death of the taxpayer’s decedent. 


Despite these precedents, in Foundation Company,‘ the 
Commissioner strongly urged that no deductible loss resulted 
to a creditor receiving depreciated foreign currency in satis- 
faction of a foreign currency obligation. In this case, the 
petitioner was a construction company operating in Peru. In 
1928, it accrued income from a construction project for which 
it was to be paid in Peruvian soles. The amount of income 
accrued was based upon the then-existing rate of exchange. The 
debt was paid in installments during the years 1937 to 1941 
after the value of the Peruvian sole had declined considerably in 
terms of United States dollars. The Tax Court allowed an 
ordinary loss in the year of receipt of each installment in an 
amount equal to the difference between the value of the soles 
received and the value of an equivalent amount of soles when 
the receivable was accrued. In arriving at its decision, the 
court studiously avoided a determination as to whether the 
losses occurred when the soles were received by the taxpayer 
220 F.(2d) 905 (CCA-2, 1927). 


3 VII-1 C.B. 84. 
*C.C.H. Dec. 17, 717, 14 T.C. 1888 (1950). 
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or when they were converted into dollars. However, the Com- 
missioner contended that if a loss was suffered, it did not occur 
until conversion of the soles and that, as a consequence, the loss 
necessarily was a capital loss since foreign currency is a capital 
asset. To meet this contention, the court arrived at the some- 
what tenuous conclusion that, under the facts of the case, the 
soles were held by the taxpayer primarily for sale to customers 
in the ordinary course of its trade or business and thus were not 
capital assets as defined by Section 117(a) of the Code. 

The Commissioner’s contention, in the Foundation Com- 
pany case, that the taxpayer suffered no deductible loss as a 
result of the receipt of depreciated foreign currency in repay- 
ment of a foreign currency obligation was based upon the prior 
decision of the Tax Court in B. F'. Goodrich Company.’ The 
Goodrich case involved the tax position of the borrower, rather 
than of the lender, of foreign currency. There, the taxpayer in 
1933, borrowed 11 million francs from a Paris bank and loaned 
the francs to a wholly-owned subsidiary. In 1936, and while 
the debt of the subsidiary was still unpaid, the taxpayer pur- 
chased 11 million francs and repaid its loan to the French 
bank. The difference between the value in dollars of the 11 
million francs in 1933 and in 1986 was $186,970.28 and the 
Commissioner contended that this difference constituted taxable 
income. The court took the view that the francs borrowed should 
be treated as property and determined that no taxable gain 
resulted from the borrowing transaction since “no real gain or 
loss could result from the mere borrowing and return of fungible 
property.” 

The Goodrich case has been the subject of critical discussion 
that will not be repeated here.° However, it may be noted that 
considerable doubt exists as to the soundness of the decision. 
The Goodrich Company derived a real and ascertainable eco- 
nomic gain when it retired its debt to the Paris bank in depre- 
ciated francs and the court might well have determined that 
such gain was taxable. The result of the decision can be justi- 
fied by application of the doctrine of Bowers v. Kerbaugh- 


5C.C.H. Dec. 18, 187, 1 T.C. 1098 (1948). See, also, William H. Coverdale, C.C.H, 
Dec. 14, 659(M) 4 T.C.M. 7138 (1945). 

6 — L. Kades, “Devaluation Revalued,” TAXES—The Tax Magazine, April, 1950, 
p. 4 
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Empire Company.’ There, the Supreme Court considered that 
the borrowing of foreign currency by an American corporation 
and the simultaneous loan of the foreign currency to a subsid- 
iary was one transaction with respect to which recognition of 
gain or loss must await the repayment of the loan by the sub- 
sidiary to the parent. 


In the Foundation Company case,® the Tax Court at- 
tempted to distinguish Goodrich on the ground that the Foun- 
dation Company’s receivable arose as a result of construction 
work performed while in Goodrich only a simple borrowing 
transaction occurred. 


The court’s explanation of the difference between the two 
cases is woefully inadequate. Is it the position of the Tax 
Court that the Goodrich doctrine is applicable only in cases in- 
volving the lender of foreign currency? Has the Foundation 
Company decision established a separate rule applicable only 
to debts expressed in foreign currencies arising as a consequence 
of services rendered? Does the court now have doubt as to the 
accuracy of its sweeping generalization in Goodrich as applied 
to foreign currency transactions that “no real gain or loss could 
result from the mere borrowing and return of fungible prop- 
erty?’ These questions, raised by the Foundation Company 
decision, can only be answered by later decisions of the Tax 
Court. 


The recent decision of the Court of Appeals for the 
Second Circuit, in the case of Estate of Frank D. Water- 
man v. Commissioner,’ offers a refreshing contrast to the con- 
fusion engendered by the various Tax Court decisions. That 
case involved a claimed ordinary loss to an estate resulting 
from the receipt of repayment of a bill of exchange for ten 
thousand English pounds where the value of the pounds re- 
ceived was less than the value of the obligation as reported for 
estate tax purposes. The Court of Appeals, reversing the Tax 
Court, allowed the loss. The court was not troubled by the 
71 US.T.C. Sec. 174, 271 US. 170 (1926). The result reached in Goodrich also has been 


justified by application of the short sale concept. Roberts, “Borrowings in Foreign Cur- 
rencies,’” TA — The Tax Magazine, November, 1948, p. 1033. 


8 Cited at footnote 4. 
9 §@-1 U.S.T.C. Par. 9227, 195 F.(2d) 244 (C.A.-2). 
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fact that the pounds received were not converted into dollars 
nor by the fact that they were contained in a blocked sterling 
account throughout the year during which they were received. 
The decision states without qualification that “the taxpayer 
sustained a loss when the note was so paid and that fixed the 
time as of which the loss was allowable.” 


The Waterman Estate decision has an important bearing 
upon the question of whether an ordinary or a capital loss re- 
sults from the receipt of depreciated foreign currency in re- 
payment of a foreign currency obligation. In the Foundation 
Company case,”° the Commissioner contended that such a loss 
could be only capital since it resulted from the sale of a capital 
asset, namely, the foreign currency involved in the transaction. 
The Court of Appeals has now held that the loss occurs on 
receipt of the foreign currency by the creditor, not when the 
foreign currency is converted into dollars, thus effectively des- 
troying the validity of the Commissioner’s position and rend- 
ering it unnecessary to consider the question of whether the 
foreign currency involved in a particular transaction is or is 
not a capital asset until such time as the foreign currency is 
exchanged for dollars. 


There have been no decisions discussing the question of the 
applicability of the provisions of Section 117(f) of the 19389 
Code to foreign currency obligations. That section provides 
that amounts received by the holder upon the retirement of 
bonds, debentures, notes, or certificates or other evidences of 
indebtedness issued by a corporation or a government, with in- 
terest coupons or in registered form, shall be considered as 
amounts received in exchange therefor. As a general rule, an 
amount received by a creditor in payment or compromise of an 
obligation is not received on a sale or exchange of the obligation, 
and since no sale or exchange takes place, an ordinary—and 
not a capital loss—results, assuming that the loss otherwise is 
allowable. This is so even though the instrument in question 
is a capital asset. The effect of Section 117(f) is to abrogate 
this general rule with respect to the particular obligations 


10 Cited at footnote 4. 
11 Matilda S. Puelicher, C.C.H. Dec. 15, 001, 6 T.C. $00 (1946), and cases there cited. 
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named in the statute. There would seem to be no logical reason 
why Section 117 (f) should not be deemed applicable to foreign 
currency debts. 


In the case of obligations issued after December 31, 1954, 
Section 1282 of the 1954 Code eliminates the requirement that 
the obligations bear interest coupons or be in registered form 
in order for amounts received on retirement to be considered as 
having been received in an exchange. Thus, amounts received by 
the holder on retirement of all bonds, debentures, notes or cer- 
tificates of indebtedness issued after December 31, 1954, by any 
corporation or government will be considered as having been 
received in exchange for the obligation. If a foreign currency 
loan is evidenced by an instrument of the type comprehended 
by Section 1282, it would seem that any loss on the repayment 
thereof logically should be considered a capital loss. 


In the case of Columbia Sand & Gravel Company, Inc.,” the 
Tax Court had before it a situation involving the retirement of 
instruments of a type falling within the provisions of Section 
117(f) of the,1939 Code. There, the taxpayer, in 1937, pur- 
chased Hydroelectric Power Commission of Ontario bonds, 
having a par value of 50,000 Canadian dollars, at a cost of 
49,226.87 United States dollars which were then equal to 49,- 
000 Canadian dollars. On April 1, 1947, the bonds were 
retired at their face value and the taxpayer received 50,000 
Canadian dollars worth 46,281.25 United States dollars. The 
taxpayer held the Canadian dollars until September 11, 1947 
and then converted them into 45,000 United States dollars. Be- 
fore the Tax Court, the taxpayer argued that it had suffered 
an ordinary loss to the extent of the difference between the 
amount originally invested in the bonds and the amount re- 
ceived when the Canadian currency was exchanged for dollars. 
In his brief, the Commissioner urged that Section 117(f) was 
applicable and that the taxpayer suffered only a capital loss. 

In this case, as in the Foundation Company case, the Tax 
Court was not forced to determine whether the loss occurred 
at the time of the receipt of the repayment of the debt or when 
the foreign currency received was exchanged for United States 
12 C.C.H. Dec. 19, 18@(M), 11 T.C.M. 794 (1952). 
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dollars. This followed from the fact that here both the bond 
retirement and the exchange of the Canadian currency for dol- 
lars occurred in one taxable year. The court was able to dis- 
pose of the problem by stating: 


“Since the purchase and redemption of the bonds was a capital 
matter, section 117, Internal Revenue Code, petitioner’s entire 
loss was a capital loss, and no part is deductible in computing 
ordinary income or personal holding company surtax.” 


The result reached in Columbia Sand & Gravel Company, 
Inc. appears clearly correct. By operation of Section 117 (f) 
a sale or exchange took place when the bonds were retired and 
a capital loss ensued. The Canadian dollars received were not 
held under such circumstances as to be non-capital assets under 
Section 117(a) of the 1939 Code and their subsequent sale for 
United States dollars gave rise to a second capital loss. In 
the light of Estate of Frank D. Waterman v. Commissioner,” 
it is difficult to understand why the Tax Court failed to so 
separate the debt retirement from the currency conversion and 
determine that two transactions occurred, each giving rise to a 
capital loss instead of resting its decision on the broad basis 
that the transaction as a whole was capital in nature. 


Reverting to our example, despite the confusion existing 
in the Tax Court decisions, it appears that an American tax- 
payer, receiving 1,000 pesos worth $500 in repayment of a loan 
of 1,000 pesos worth $1,000, has a loss at the moment the loan 
is repaid in whole or in part. If the loan is evidenced by a cor- 
porate or governmental obligation issued after December 31, 
1954, or issued prior to January 1, 1955 and bearing interest 
coupons or in registered form, the loss should be deemed a 
capital loss deductible to the extent that it may be offset against 
capital gains.* On the other hand, if the obligation is evidenced 
only by a book entry or a corporate promissory note issued 
prior to January 1, 1955, or by a non-corporate instrument, no 
sale or exchange is presumed from the fact of repayment and 
the loss is an ordinary one deductible under Section 165(a) of 
13 Cited at footnote 9. , 

14 Tn the case of a bank, if losses from the sales or exchanges of evidences of indebtedness 


during the year exceeded the gains from such sales or exchanges, then all such losses are 


deemed ordinary, rather than capital losses. Code Sec. 582(c). 
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the Code. In either case, the foreign currency received will 
have a tax basis in the hands of the recipient equivalent to its 
fair market value when received. 


The disposition of the foreign currency received in repay- 
ment of the debt should be looked upon as a separate and dis- 
tinct tax transaction.” If such currency is immediately con- 
verted into dollars, no problem is presented since the sale price 
will be equivalent to the basis thereof in the hands of the tax- 
payer. If the currency is deposited in a foreign bank, it may, 
under some circumstances, be inventoried to reflect further fluc- 
tuations in its dollar value.”* If it is held and converted into 
more or less dollars than its dollar value when received, gain 
or loss will result that will be capital or ordinary depending 
upon whether the currency is held under such circumstances 
as to fall within one of the exceptions to the definition of a 
capital asset contained in Section 1221 of the Code. 


If our imaginary taxpayer is an individual rather than a 
corporation, the deductibility of his loss depends upon whether 
it was incurred in a trade or business or in a transaction en- 
tered into for profit." It would seem that any interest-bearing 
loan would represent a transaction entered into for profit and 
that it would be an exceptional case where a loss on the receipt 
of repayment of a foreign currency obligation would fall other 
than within the provisions of Section 165(c) (1) or (c) (2) of 
the Code. Having overcome this hurdle, the deductibility and 
nature of this loss would appear to be governed by the same 
principles applicable to a corporation. 

15 This would be consistent with the treatment accorded by the Board of Tax Appeals 


to the purchase of goods on credit with foreign exchange. Joyce-Koebel Company, C.C.H. 
Dec. 2222, 6 B.T.A. 408 (1927). 
16 Victor & Achelis v. Salt’s Textile Manufacturing Company, 1 US.T.C. Par. 274, 26 
F.(2d) 249 (D.C. Conn, 1928). 
17 Code Sec. 165 (c). 
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Tax Planning for Better Earnings 


Permanent Reductions as Well as Deferments Are Possible 

It is absolutely imperative that tax planning begin well 
before the end of the year, and not in the last few weeks or 
after the end of the year when it is much too late to take the 
necessary corrective action. 


There are those who believe that after a bank fills in the 
tax return and determines the amount of taxes payable, that is 
all there is to holding tax liability to a minimum. However, 
by careful tax planning a bank can either reduce the amount 
of taxes payable permanently or defer the taxes that would 
be payable now. 


Sale and Repurchase 


One field of activity which presents an opportunity for real 
tax saving and not mere tax deferral is the sale and repurchase 
of Government securities. Gains realized on securities held 
longer than six months are capital gains, but any losses on 
securities are ordinary losses. If the security market is good 
and securities are selling at a premium, the bank can dispose 
of securities which it holds at a profit, realizing a capital gain, 
and then can repurchase securities which, of course, would 
require the payment of a premium. However, this premium 
can be amortized against interest income subsequently received. 


Therefore, the potential tax benefit is in paying a capital 
gains tax on the gain from the sale, and amortizing the prem- 
ium paid, which is deductible from income taxable at ordinary 
rates, over the life of the purchased securities. 


If the security market is down, bonds can be sold at a loss 
and similar securities repurchased at a discount. In this case, 
the losses can be deducted as an ordinary loss and the amount 
of the discount will be realized as a capital gain upon the 
maturity of the securities. In transactions of this type, in 
This article is reprinted with the permission of the editors of BANKING, published 
by the American Bankers Association, New York, N.Y. The author is resident partner of 
the accounting firm of Ernst & Ernst, Chicago, Il. 
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order to obtain the tax benefits which are available, it is neces- 
sary to plan your gains and losses so that gains which would 
otherwise be capital gains do not offset losses which would 
otherwise be deductible at ordinary tax rates. 


A method of deferring income taxes is available by the 
adoption of the reserve method of accounting for bad debts. 
Although the use of the reserve method has the effect of spread- 
ing out deductions for bad debts—so long as the bank is en- 
titled to maintain any balance in its reserve—it has received the 
tax benefit or tax deferment from the deduction thereof com- 
pared to actual deductions on the charge-off basis. Banks us- 
ing the reserve method may increase the amount of the reserve 
at any particular time by increasing their outstanding loans 
as of December 81. 


Another method of tax deferment that banks should be 
aware of relates to new methods of depreciation provided by the 
1954 Code, and banks should be familiar with the effect of their 
use upon their tax liabilities. The use of the declining-balance 
method or the sum-of-the-years-digits method would give sub- 
stantially more depreciation charges in the early years of the 
asset, and would be of particular benefit on a long-lived asset 
such as a new building or substantial improvements to existing 
buildings. 


In many cases, banks will be holding foreign bonds or 
securities, or other types of bonds or assets, which may have 
been charged off as worthless in a prior year, but which have 
since recovered some value. If the bonds are held to maturity, 
or are sold, the bank will realize taxable income therefrom. A 
possibility for tax savings exists if such bonds are contributed 
to some charitable organization, so that the fair market value 
thereof at the date of the contribution is allowable as a charita- 
ble deduction. 


As long as the security itself is contributed, a deduction is 
obtained for the fair market value thereof, and no type of tax- 
able gain is realized by the bank as a result of such contribution. 
If the bank first redeems or sells the asset, the amount received 
would be treated either as a recovery or as a capital gain, which 
would require the payment of taxes thereon. In some cases 
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this procedure might enable a bank to make a more substantial 
gift to some charitable organization than would otherwise be 
possible, with resulting tax benefit derived therefrom. 


Filing on Cash Basis 


Many banks file their income tax returns on a cash basis. 
Many smaller banks which make instalment loans, where the 
interest is either added on to the note or deducted from the 
face amount of the note, take the entire amount of interest or 
discount into income at the time the note is made, since they 
are reluctant to keep records necessary to spread the interest 
over the term of the note. 


Naturally, such a tratment results in the prepayment of 
taxes, and is not in accordance with recognized methods of 
reporting such income. A change to the proper method of 
recognizing the income over the term of the note would defer 
the payment of taxes, although it is possible that the change 
to the proper method may give rise to an attempt by the Treas- 
ury Department to tax in a current year income which had 
previously been reported. Such an attempt would necessitate 
the application of Section 1311 in order to avoid the double 
taxation of income. 


SAVINGS FOUNDATION CONTRACT HELD A SECURITY 
UNDER WISCONSIN LAW 
The Wisconsin Supreme Court has decided that a “Guaranty 


Estate Plan” made up of a contract between an investor and a 
savings foundation, a life insurance policy issued by an insurance 


company and a savings account in a federal savings and loan asso- 
ciation constitutes a security as defined in Sec. 189.02(1) of 
Wisconsin Statutes and is therefore subject to state regulations, 
despite the fact that federal savings and loan associations them- 
selves are generally regulated by federal law. See First National 
Savings Foundation, Inc. v. Samp, Wisconsin Supreme Court, 80 
N.W. 2d 249. 
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Embezzlement Losses — Tax Benefit Rule 


For more than ten years a trusted employee of a national 
bank misappropriated items of interest on outstanding loans 
made by the bank. He manipulated the bank’s records in such 
a manner that the items of interest were not recorded on the 
taxpayer bank’s books for these years and were accordingly 
not reported as income on its Federal tax returns. Upon dis- 
covery of the embezzlement, taxpayer recovered the full 
amount of approximately $52,000 from the bonding company. 


For Federal income tax purposes, the bank contended, the 
recovery was not income when received but represented in- 
terest which had not been taxed for the years 1939 through 1949, 
but was nevertheless taxable to the bank in those years, all but 
three of which were barred by the statute of limitations. 


Rejecting this contention, the court held that no amounts 
had been taxable to the bank in the earlier years in that they 
had not been received by the bank at that time. Accordingly, 
th $52,000 recovery, admittedly representing recovery of an 
item which would have been ordinary income, was taxable in 
full when received. Keystone National Bank in Pittsburgh 
v. United States, 1957 P-H Federal Tax Service Par. 72, 
672 (W.D. Pa. 1957). 

It does not seem entirely clear from the report of the case 
-whether the taxpayer’s income during the embezzlement years 
was such that even had the interest been included in full, no 
federal income tax would have been paid because of other off- 











CHECKS AND NOTES 527 


setting deductions. However, even had this been the case, 
under I.R.C. Section 111, a recovery exclusion from gross 
income of an amount attributable to the recovery during the 
taxable year of a bad debt, prior tax, or delinquency amount 
means that there must be a recovery of an amount paid on ac- 
count of which a deduction or credit was allowed for a prior 
taxable year. There is no mention of an omission from income 
—which is neither a deduction or credit. A comparison may 
be made with Union Trust Co. v. United States, 173 F.2d 54 
(7th Cir. 1949), where a write-down of inventory securities 
by a bank was held not to permit the invecation by taxpayer 
of the Tax Benefit Rule because a write-down of an inventory 
item is not a bad debt or a deduction from gross income, even 
though it has the same effect of reducing taxable income by 
increasing the cost of goods sold on the inventory calculation 
in determining gross income. 


Christmas Gifts — Withholding Taxes 

Although there is no intention of promoting “Christmas in 
July”, the Commissioner has recently released a letter ruling 
concerning Christmas gifts to rank and file employees which is 
of interest to banks. The taxpayer employer gave to each of 
its employees a Christmas gift certificate in the amount of 
$25.00 exchangeable for merchandise at a local grocery store. 
The taxpayer contended that the certificates were not compen- 
sation but ordinary and necessary business expenses intended 
to create good will between management and labor—as a mat- 
ter of public relations similar to gifts to purchasing agents, 
journalists, and advertising men. 

On the basis of the facts presented, the Service ruled that 
the certificates were not out and out gifts (which are still not 
taxable, citing an old case, Granville Textile Supply Company, 
1 B.T.A. 152 (acq.) ), but “wages” within the meaning of 
the Federal Insurance Contributions Act, the Federal Un- 
employment Tax Act and for income tax withholding purposes. 
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The Regulations Section 831.8121(a)-1 specifically state 
that generally the medium in which remuneration is paid is also 
immaterial, including goods, lodging, food, or clothing. Any- 
thing as tangible as a $25.00 gift certificate, presumably, can- 
not be held to be a non-taxable fringe benefit. Accordingly, 
the employer must arrange to withhold taxes on this amount, 
with the result that it would only be able to give employees 
approximately a $20.00 gift certificate, remitting the other 
$5.00 to the Government as taxes, or a $25.00 gift certificate 
would really cost the employer in excess of $80.00. The In- 
ternal Revenue Service, understandably enough, will not accept 
18 1/2% of a Christmas turkey. 


Bank Clerks Preparing Tax Returns 


It is well settled that in most states an individual need not 
be either an attorney or a certified public accountant to prepare 
Federal income tax returns for other individuals and to charge 
a fee for such service. In particular, it is noted that in small 
towns taxpayers often rely upon such persons as schoolteachers, 
bank clerks and others, as well as experienced accountants and 
attorneys to assist them in preparing their tax returns. The 
recent testimony of Russell C. Harrington, Commissioner of 
Internal Revenue, before a Subcommittee of the House Com- 
mittee on Appropriations, states the Treasury’s recognition 
and approval of this practice (575 CCH Standard Federal 
Tax Reporter Par. 8988). 


A recent recommendation of the House Ways and Means 
Subcommittee on the Administration of Internal Revenue mat- 
ters suggests that such persons, including bank clerks, should 
also be permitted to represent the taxpayers whose returns 
they have prepared on audit at the Revenue Agent or group 
chief level—the first informal hearing in the audit of the tax- 
payer’s return by the Internal Revenue Service. At present, 
only a person who meets certain qualifications can obtain a 
Treasury card which entitles him to represent a taxpayer be- 
fore the Treasury Department. These qualifications are that 
he must either be an attorney or a certified public accountant 
in active practice. See Vol. 5 1957 P-H Federal Tax Service 
Par. 76, 475. 
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Net Bond Loss on Consolidated Returns 


A recent revenue ruling, Revenue Ruling 57-167 1957 P-H 
Federal Tax Service Par. 76, 481, holds that transactions in 
bonds held for investment by members of an affiliated group of 
banks joining in the filing of a consolidated income tax return 
should be computed by each member bank on a separate basis. 
To the extent that such transactions of the several affiliated 
banks result in net capital gains, the gains are aggregated for 
the purpose of determining consolidated net income. If a 
member bank sustains an excess of losses over gains from its 
bond transactions, each gain and loss is treated as an ordinary 
gain and loss in the determination of the net income of that 
member. 


BANK NOT LIABLE EVEN THOUGH PAYMENT OF 


CHECKS WAS UNAUTHORIZED 


A decision in a Kentucky federal district court indicates that a 
bank paying checks on which a depositor’s signature was either 


forged or affixed without her consent, knowledge or authorization 
was not liable to the depositor under Kentucky Negotiable Instru- 
ments Law Secs. 356.019 and 356.023 to the extent that the deposi- 
tor received the benefit of the proceeds of such checks. See Sullivan 
v. Farmers Bank & Trust Company, United States District Court, 
E.D. Kentucky, 145 F.Supp. 702. 











Two rather interesting 
recording cases have been 
reported lately which are of 
interest to corporate mort= 
gagees. One has to do with 
the place of recording a 
chattel mortgage, the 
other, with the time of re- 
cording. 


CHATTEL MORTGAGE—PLACE 
OF RECORDING 


In North Carolina a fi- 
nance company recorded five 
chattel mortgages given by 
a North Carolina corpora- 
tion which later became 
bankrupt, in the county 
where the mortgages were 


executed and where the 
bankrupt corporation had 
its principal office. The 


bankrupt's trustee in bank- 
ruptcy in resisting the 
claim of the mortgagee 
argued that to be valid 
against the bankrupt estate 
the mortgages should have 
been recorded in the county 
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of the principal place of 
business of the bankrupt as 
stated in its certificate, 
rather than in the county of 
the actual principal place 


of business. On appeal to 
the United States Court of 
Appeals, it was decided that 
the mortgagee correctly in- 
terpreted the applicable 
Statute and that the mort- 
gages were valid because it 
was the intent of the legis- 
lators as seen in the entire 
recording statute, that 
mortgage liens should be re=- 
corded in the county where 
the mortgagor actually had 
its principal place of busi- 
nesse Haworth v. General 
Motors Acceptance Corpora- 
tion, United States Court of 
Appeals, Fourth Circuit, 
November 1, 1956. 


* * * 


CHATTEL MORTGAGE—TIME 
OF RECORDING 


The other recording case 
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also went to a federal court 
of appeal for decision. A 
chattel mortgage was ex=- 
ecuted on February 4th and 
delivered to the mortgagee 
under an escrow agreement 
which indicated that the 
mortgage was not to be=- 
come effective until Feb- 
ruary 20th when the mort= 
gage funds were to be paid 
out. The trustee in bank- 
ruptcy of the chattel mort- 
gagor claimed that the mort- 
gage was not a valid claim 
against the estate because 
it was not recorded until 
February 20th. He claimed 
there had been an absolute 
delivery of a grant on 
February 4th and that there- 
fore the mortgage should 
have been recorded promptly 
after that date rather than 
after the date of payment. 
The court ruled against the 
trustee in bankruptcy, 
reasoning that the mortgage 
was in fact a contract which 
did not come into existence 
until the debt was created 
on February 20th. This being 
true, the mortgage was re=- 
corded in a timely manner 
and therefore constituted a 
valid claim against the 
bankrupt estate. Chiches- 


Company of Los Angeles, 


531 
United States Court of 
Appeals, Ninth Circuit, 


January 15, 1957. 


CHATTEL MORTGAGE—BULK 
MORTGAGE ACT 


In addition to Bulk Sales 
Acts which were discussed 
briefly in this column in 
February 1957, some states 
have what is called a Bulk 
Mortgage Act. These acts 
parallel quite closely the 
sales acts in that they re- 
quire notice to existing 
creditors of the mortgagor 
before an act may be done 
affecting the bulk of the 
mortgagor's merchandise or 
fixtures. TheMichigan 
Bulk Mortgage Act (Section 
442.51) reads in part: 
"Every mortgage or convey=- 
ance intended to operate as 
a mortgage of the whole or 
any part of a stock or mer- 
chandise or fixtures or mer= 
chandise and fixtures, per- 
taining to the conducting 
of any said business which 
shall hereafter be made for 
a past consideration other 
than the purchase price of 
the property mortgaged 
without notice to the credi- 
tors of the mortgagor as 
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herein provided, shall be 
void as against said credi- 
tors not so notified." 

In a recent decision in 
Michigan under this stat- 
ute, it was decided that 
a chattel mortgage was in- 
valid against the mortga- 
gor's trustee in bankruptcy 
because the mortgagee had 
failed to notify one of the 





COMPANY ORGANIZED UNDER GENERAL 
CORPORATION STATUTE MAY NOT CONDUCT 
BANKING BUSINESS 


It has been ruled by the Supreme Court of New Mexico that 
a corporation organized under the general corporation statutes of 
the state and operating in a city of 150,000 people may not engage 
in the banking business despite the fact that the corporation had 
a separate department for conducting its banking and despite a 
statute which permits mercantile companies to operate a banking 
business in towns of less than 1,500 people. See First Thrift & Loan 
Association v. State, Supreme Court of New Mexico, 304 P.2d 582. 
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mortgagor's creditors as 
required under the Bulk 
Mortgage Act when making a 
mortgage covering certain 
fixtures for both past and 
present consideration. In 
the Matter of William S. 
Riley, United States Dis- 
trict Court, Eastern Dis- 
trict of Michigan, October 


31, 1956. 

























BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


COLORADO: With the contention that it would be discriminatory, 
Governor McNichols vetoed a Colorado legislative bill which would 
have regulated the installment selling of automobiles. 


The measure would have prevented dealers and finance companies 
from charging an annual rate of more than $9 per $100 on new vehicles; 
$12 per $100 on cars not more than two years old; $15 per $100 on models 
not more than four years old, and $18 per $100 on older vehicles. 

Backed by the Colorado Consumer Finance Association, the bill was 
opposed by a group of Denver finance companies and auto dealers not 
affiliated with the sponsoring group. The opponents contended it was 
a “special interest” measure aimed at driving small companies out of the 
automobile financing field. 

The governor objected that the regulatory provisions of the bill 
would apply only to one specific commodity. His veto was overridden 
by the House but upheld by the State Senate. 


FLORIDA: State Attorney General Richard Ervin ruled that in- 
formation obtained by the Florida state comptroller in connection with 
investigations of small loan companies are “state secrets” and not subject 
to public inspection. 

Although noting that applications by small loan companies for 
licenses, the licenses issued, orders and directives of the comptroller 
granting, revoking or suspending licenses are subject to public inspection, 
the attorney general added: 

“Information obtained by the comptroller, in the nature of secret 
information from others and information obtained in connection with 
investigations which are of such nature that making them public would 
tend to defeat future investigations would seem to be state secrets and 
not subject to public inspection.” 

Ervin declared that the comptroller would have to determine largely 
what is and what is not a state secret in connection with laws regulating 
the business of making small loans. In determining whether licenses 
would be issued or revoked, the comptroller is authorized to subpoena 
witnesses and question them under oath. 
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The attorney general noted in this connection that letters, affidavits, 
written and oral information, much of it of a secret nature, is obtained 
by the comptroller. “Confidential information would seem to be neces- 
sary for the proper enforcement of the small loan laws,” he said, and 
such records are subject to public inspection only where it will not be 
detrimental to the public interest. 


KENTUCKY: A “thorough investigation” of the automobile financ- 
ing business in Kentucky was recommended by the State Department 
of Insurance in a final report charging that certain companies have 
been guilty of unfair practices in connection with the insurance of 
motor vehicles purchased on installment plans. 

Commissioner Cad P. Thurman declared that, in view of the “undue 
publicity” given the year-long insurance investigation, it should be 
broadened to include all phases of automobile financing. 

Deputy Commissioner Frank Hart said any such investigation would 
be conducted mainly by the State Motor Transportation Department, 
which licenses automobile dealers. 

Hart said he had suggested the two departments cooperate in advising 
auto dealers what is expected of them under the 1956 state motor sales 
act, which sets forth the requirements for motor vehicles sales financing. 

Hart said the insurance department investigation had found: Over- 
charging of insurance premium payments; “alleged coercion” in forcing 
individuals to purchase their insurance through the automobile sales 
agencies in order to secure loans on cars, and in the purchase of un- 
wanted lines of insurance; and the sale and handling of insurance by 
persons not licensed as agents, solicitors, or adjustors. 

The report said the insurance overcharges were due to improper 
classification of automobile collision risks. 

Hart pointed out, however, that actually only 12 of Kentucky’s 400 
automobile insurance firms were guilty of overcharging car buyers. They 
did so, he estimated, in amounts totaling $750,000, much of which has 
since been refunded. 

In bringing these overcharges to the attention of all car insurance 
firms doing business in Kentucky, Thurman reminded them that state 
law requires either the original or a duplicate of the policy must be 
furnished to the purchaser and the policy must clearly indicate the 
premiums charged and coverages provided. 

It was further pointed out by the report that regulations have been 
in effect in Kentucky for many years to prohibit coercion, “which has 

‘become widespread apparently because of the large number of persons 
who have been handling insurance without being properly licensed” by 
the State Insurance Department. 


Under new regulations, the purchaser is required to sign a state- 
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ment indicating he has been informed of his rights in the selection of 
insurance agents. 

The report noted that the state attorney general has ruled that 
members of automobile sales agencies handling insurance must be licensed 
as insurance agents. 


MICHIGAN: A special Michigan state legislative committee which 
studied the small loan field recommended closer scrutiny of such 
businesses by state agencies. 

Headed by Rep. Willard I. Bowerman Jr., Lansing Republican, the 
committee proposed that the State Banking Department be given more 
money “to properly supervise the small loan licensees that operate under 
its control.” 

It also urged the state attorney general to “conduct an investigation 
to determine whether the fact that 426 small loan licensees (in Michigan) 
charging the maximum rates allowed by law and not competing on a 
rate basis is a coincidence or a conspiracy not in the public interest.” 

The committee further suggested that small loan rates, now varying 
from 9 to 36 per cent according to the size of the loan and other factors, 


should be reduced. 

Other recommendations by the study group included: Closer control 
by the banking department over “promiscuous and misleading advertis- 
ing,” review by the department of its policy on issuance of small loan 
licenses, and studies by the department on a possible lower interest rate 
and whether banks and credit unions can fill the same role. 

The committee found that Michigan residents in 1955 paid $30 
million in interest to borrow $125 million from 426 small loan firms, but 
that New York citizens paid $44 million to borrow $210 million from 
403 small loan firms. 

“In other words,” the report said, “the people of Michigan are paying 
19 per cent more interest than the people of New York for the same 
amount of money, which amounts to $5 million a year. A comparison of 
the net profit of small loan companies in New York with those of Michi- 
gan shows less than 1 per cent difference.” 

“The committee feels,” its report further declared, “that if people 
when they get into financial difficulty first go to their bank or credit 
union, they could probably solve their financial trouble and at a cost 
of only 25 per cent of that charged by small loan companies.” 

Listing interest rates allowed in Michigan as 36 per cent on a $50 
loan and 32 per cent on a $300 loan, the committee noted that these 
rates were established by the state legislature as maximum rates. 

The legislature’s intent, the report said, was that competition would 
establish the rate charged, and each case would be considered individ- 
ually in setting interest rates. 
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In another Michigan development, State Banking Commissioner 
Alonzo L. Wilson issued a statement asserting that motorists buying cars 
on the installment plan have excellent protection under Michigan law. 

He said he was making the report on Michigan’s motor vehicle sales 
finance act because of recent widespread publicity given to abuses of the 
installment system in other states. 

He pointed out that the Michigan State Banking Commission licenses 
dealers selling cars on the installment plan and also investigates com- 
plaints of abuses. 

Wilson said the Michigan act, which has been in effect for six years, 
is one of the most comprehensive acts of its type in existence. 

The act provides for the maximum rates which may be charged, 
maximum delinquency charges which may be assessed, insurance cover- 
age disclosures, limitations as to what costs may be included in a con- 
tract, the buyer’s rights in the event of refinancing or repossession, and 
provides a formula for computing rebates.in the event of pre-payment of 
the contract. 

“The number of complaints filed with this office has fallen off very 
considerably from the number filed the first years the act was in effect,” 
Wilson said. 

“TI feel that this can be attributed to a desire on the part of the 
industry as a whole to operate in accordance with the act and the 
preventive type of supervision which has been exercised by this depart- 
ment.” 


MINNESOTA: A bill to regulate installment sales financing of 
motor vehicles was passed by the Minnesota House of Representatives 
after concurring in changes made by the State Senate. 

It was a compromise of a House bill on the amount of interest that 
may be charged on conditional sales contracts for new and used cars. 

As finally approved, the compromise provides for maximum charges 
of $8 per $100 for new cars and cars one year old; $11 for cars two to 
three years old, and $13 for older cars. 

The original House bill called for rates of $7, $9 and $12, while an 
original Senate measure would have provided rates of $9, $12 and $15. 

Under the approved bill, automobile finance firms will be licensed and 
regulated by the State Banking Commission. 

In another development, the Minnesota House passed and returned 
to the Senate for concurrence in amendments a bill which would increase 
from $300 to $750 the maximum loan obtainable under the state small 
loan act and reduce permissible maximum interest charges. The bill 
awaited Senate action at this writing on amendments. 

As approved by the House, the bill reduced from 3 to 24% per cent 
per month the interest maximum for the first $200 of unpaid balance. 
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It would allow 13/, per cent on amounts between $200 and $400, and 1 
per cent above $400. As originally passed by the Senate, the bill called 
for 3 per cent on $200, 2 per cent on the next $200 and 1 per cent over 
$400. 


NEW YORK: A bill bringing all installment sales under state regu- 
lation was enacted by the New York legislature. 

It provides for regulation of installment sales of appliances, jewelry, 
furniture or anything else not regulated by a 1956 state law applying to 
motor vehicles. 

Under the new act, no seller may impose a service charge of more 
than $10 for each $100 of sale price per year on a single purchase install- 
ment transaction up to $500. Above that amount the limit will be $8 
per $100 per year. 

The enacted legislation also will require installment sellers to dis- 
close in detail at the time of the transaction the price, all service charges 
and the rates at which they are computed, any insurance fees and any 
other costs. All these must be listed clearly and separately in the 
contract, with an informative description of the goods. 

Also enacted was legislation making all automobile installment sales 
subject to regulations imposed last year, instead of only those under 
$3,000; spelling out the State Banking Department’s supervisory and 
investigative authority in regard to sales finance companies; and in- 
creasing from two to three years the duration of loans for automobile 
financing or other personal needs that banks, trust companies and in- 
dustrial banks may make. 

Another enacted bill controls for the first time the “revolving credit” 
system used by some department and furniture stores. The new legis- 
lation limits monthly charges on such accounts to 114 per cent of the 
total unpaid balance up to $500 and 1 per cent of the balance above 
that amount. 

In acting on banking measures, the New York lawmakers enacted a 
measure prohibiting the expansion of bank holding companies across 
banking district lines until May 1, 1958. Rejected was a bill that 
would have allowed savings banks to establish additional branches. 


OREGON: A bill passed by the Oregon House of Representatives 
and sent to the State Senate would limit the finance charge for install- 
ment purchase of automobiles to $10 for each $100. 


PENNSYLVANIA: In overruling State Banking Secretary Robert L. 
Myers Jr. and approving a merger and cross-county branch for the 
Dauphin Deposit Trust Co., of Harrisburg, and the Carlisle Trust Co., 
of Carlisle, the Pennsylvania Supreme Court held that 1955 amendments 
to state banking laws eliminated the factor of “need” as a test in bank 
merger and branch applications. 
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In an opinion written by Justice John C. Bell, the court listed primary 
qualifications which must be met for mergers as follows: 

Whether the name of the surviving or new incorporated institution 
is likely to mislead the public as to its character; whether the consolida- 
tion or merger is made for legitimate purposes; whether the interests of 
the depositors or creditors are adequately protected; and whether the 
surviving institution meets all the requirements of the banking laws. 

Where these conditions are met, the court ruled, the department has 
no additional discretion to refuse an application. 

Merger and operation of Carlisle Trust as a branch of Dauphin 
Deposit will mark the first Harrisburg branch banking venture into 
adjoining Cumberland County. The branch was vigorously opposed 
by the entire membership of the Cumberland-Perry County Bankers 
Association, with the exception of Carlisle Trust. 


TENNESSEE: A bill to allow companies operating under the Morris 
Bank Plan to pay $200 a year for each office, instead of the present 
$100, was given final passage by the Tennessee legislature. 

Rep. Harry Lester of Nashville, the sponsor, said the companies 
requested the increased levy “so they can be regulated more effectively.” 


TEXAS: Ina move regarded as killing the measure, the Texas House 
of Representatives sent its state affairs committee a bill to regulate 
small loan firms. The bill previously had been reported favorably by 
the judiciary committee and was ready for floor action. 

The measure was sponsored by Rep. Tony Korioth of Sherman, who 
said it would have limited all charges on loans to 36 per cent. 

It would not raise the state’s 10 per cent maximum legal interest 
rate, proponents explained, but would impose a limit of 36 per cent on 
all charges including insurance. 


TEXAS TUBES HELD ILLEGAL 





It has been reported recently that the Attorney General of 
Texas has ruled it would violate the state’s law against branch 
banking for a bank to maintain a drive-in teller’s unit connected 
with the main bank building only by a pneumatic tube. As a 
result of this ruling a bill has been introduced into the Texas 
legislature making such an installation legal if the unit is located 
within 400 feet of the main bank. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Charges Against Principal and Income in Operating Business 
Transferred in Trust 





Raffety v. Parker, United States Court of Appeals, 
Eighth Circuit, February 7, 1957 


Settler transferred his business in trust to George to pay the income 
to his wife, a nephew and George. George had the power to determine 
“principal, gross income, or net distributable income of the trust estate.” 
George made repairs to the buildings and equipment of the trust and 
deducted such costs from gross income as operating expenses. He also 
charged against gross income depreciation of assets worn out in the 
normal use of trust business for the production of income. In a sur- 
charge action, HELD: The trustee did not abuse his discretion in setting 
up depreciation on the assets being worn out in the contemplated con- 
tinuance of the trust’s business. Also, the charge for repairs against 
gross income was proper. Damaged or destroyed capital assets were 
properly charged against principal. Stolen cash was an operating loss 
of the business and chargeable to gross income. However, the trustee 
must be surcharged on sums paid from principal as premiums on a life 
insurance policy upon his life in favor of the trust. It was further held 
that the fact that the trustee did not devote the major part of his time 
to personal management of the trust business did not constitute his 
abandonment of the trust. 


Trust Income Accrued Prior to Death of Life Beneficiary But 
Collected Thereafter 





Fidelity Union Trust Company v. Stengel, New Jersey Superior Court, 
February 13, 1957 


Decedent’s residuary trust was to pay income to his wife quarterly 
during her life “for the support and maintenance of herself and the 
support, maintenance and education of my children during their 
minority.” Upon the wife’s death decedent bequeathed trust principal 
“and any income therefrom that shall not have been paid to my said 
wife . . . to my children in equal shares.” At the wife’s death the 
trustee held some income for her, and also income of $2,153 had accrued 
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prior to the wife’s death but was collected by the trustee thereafter. In 
an action to determine how these monies should be distributed, HELD: 
The income held by the trustee at the time of the wife’s death should 
go to the wife’s estate. But the accrued but uncollected income of 
$2,153 should go to the remaindermen children in equal shares. Dece- 
dent’s will expressed a clear intention that the $2,153 was to pass to 
his children. 


Spendthrift Trust Versus Discretionary Trust 





Althorne v. Althorne, New Hampshire Supreme Court, January 31, 1957 


A testamentary trust was to pay “annual net income, and if [the 
trustee] shall from time to time see fit any part or all of the principal 
thereof in [his] absolute discretion to . . . George . . . for his natural life 
and at his decease to transfer . . . the same to such person or persons as 
he .. . may by will direct . . . I further direct that all . . . devises and 
trusts . . . made and established in this instrument and the income 
thereof shall be paid . . . free from any . . . attachment, judgment or 
execution obtained therefrom. And ...no. . . beneficiary of any 
trust . . . shall have the right to sell, assign or transfer any interest 
therein.” George’s former wife sought to reach his interest in the trust 
for support and alimony. HELD: The trustee has no discretion in the 
payment of trust income, and, since a true spendthrift trust is invalid 
in New Hampshire, the trust income is subject to court order for support 
and alimony. However, the payment of trust principal is in the dis- 
cretion of the trustee, and since discretionary trusts are valid against 
creditors in New Hampshire, George’s ex-wife cannot reach trust princi- 
pal directly, and the trustee cannot be compelled to exercise his dis- 
cretion for her benefit. 


Trust Creating Severable Shares of Corpus 





Second Bank-State Street Trust Co. v. Second Bank-State Street Trust Co., 
Massachusetts Supreme Judicial Court, February 6, 1957 


A trust remainder was to be held “for the benefit of the said 
[settlor], and the issue of any child who may have deceased . . . If any 
child . . . shall die leaving issue, his or her share shall be held in trust 
for the benefit of such issue, and the net income therefrom paid over to 
such issue, per stirpes . . . until the termination of this trust. At the ex- 
piration of twenty-one years after the death of the last survivor of the 
children . . . this trust shall terminate, and the trust estate shall then be 










pote tot tie inet ital thal atct 





ae Say te toaenl 





TRUST DECISIONS 541 


distributed among such issue, per stirpes .. . and until the termination 
of this trust the trust estate shall be held together, and administered 
as one trust.” The trust settlor died leaving a widow and four children, 
all of whom were alive prior to execution of the trust. In an action 
by the executors against the trustee, HELD: The trust established a 
separate share of corpus for each child and the issue of such child, each 
share to devolve independently of the other. Each child living at 
the execution of the trust took at once a vested remainder life interest 
in a share, subject to reduction in size during the settlor’s life if other 
children were born thereafter. The issue of a deceased child who 
survived such deceased child do not have to survive the termination 
date in order to share in the remainder; the gift to the issue vested not 
later than the death of their ancestor who was a child of the settlor. 
Thus, since all of settlor’s children were living at the time of execution 
of the trust, all remainder interests would vest within the period of the 
rule against perpetuities. 


Fees For Attorneys Not Employed by Executor Disallowed 





Pintek v. Superior Court of the State of Arizona, Arizona Supreme Court, 
December 13, 1956 

Testatrix’s brother hired attorneys to have the account of the 
executor of testatrix’s will disallowed and the executor removed. As a 
result, certain items in the account were disallowed, the executor resigned 
and an alternate executor was appointed. The attorneys sought an 
allowance from testatrix’s estate for fees and expenses in connection 
with their legal services for the brother. HELD: The payment of 
attorneys’ fees by an estate is impliedly limited to attorneys employed 
by the executor. Attorneys not so employed cannot be paid from 
estate funds even though the estate benefits substantially from their 
services. Neither the former nor the latter executor hired the attorneys, 
and, accordingly, they may not be paid by the estate. 


Purported Trust Held Passive as no Duties Imposed on Trustees 





In re Schultz, New York Surrogate’s Court, Queens County, 
137 New York Law Journal 11, March 1, 1957 
Decedent bequeathed his residuary estate in trust for his niece, 
providing only, “and I do hereby direct, that payment of the entire estate 
herein devised, plus interest to be paid to my said niece when she 
marries or when she attains the age of thirty-five...” In a construc- 
tion proceeding, HELD: “The purported trust is passive as no active 
trust duties are imposed upon the trustees... Testator intended that 
they should act merely as custodians. No estate or interest, legal or 
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equitable, vested in them... The executor should deposit the funds 
constituting the residuary estate in a savings bank in his name for the 
benefit of the legatee until she marries or attains the age of thirty-five 
. .. The income thereon cannot be accumulated after the legatee attains 
the age of twenty-one.” 


Trustees Need Not Wait Until Their Duties as Executors Are 
Completed Before Setting Up Trust 





In re Allen, New York Surrogate’s Court, Richmond County, 
137 New York Law Journal 12, February 27, 1957 

Decedent’s will provided that her trustees were to pay her son 
certain sums out of a residuary trust created by the will. The trustees, 
who were also the executors, failed to establish the trust immediately, 
although the son was decedent’s sole surviving heir at law and next of 
kin. The son sought to compel the trustees to establish the trust and 
pay him the stipulated sums therefrom, and the trustees defended on 
the ground that they could not legally have set up the trust until the 
expiration of the seven-month statutory period for the discharge of the 
executors. HELD: The trust should have been set up when the 
fiduciaries qualified as executors. “In the absence of any contingency 
or time limit set forth in the will, it need only be shown that the 
[beneficiary] is entitled to payment of money by the terms of the will. 
The [executors] advance no proof or argument to controvert that 
[he] is so entitled. On the contrary, the will designates [him] as the 
principal object of the testatrix’s bounty, he being her only surviving 
child, next of kin and sole residuary legatee.” 


Executors Not Allowed Receiving Commission on Realty Used in 
Decedent’s Business and Devised to Trustees 





Matter of Manning, New York Surrogate’s Court, Nassau County, 
New York Law Journal, February 5, 1957, p. 11 

Decedent devised and bequeathed her entire real and personal estate 
in trust. Her executors and trustees, who were the same persons, were 
authorized to continue or to sell any of decedent’s business and to sell 
any real or personal property. As executors they transferred to the 
trustees real property which was a part of a nursing home business 
owned by decedent and asked receiving commissions on the value of 
such property. HELD: “A power to sell real property, if not exercised, 
does not entitle executors to commissions on the value of real property.” 
Moreover, the property here was devised to the trustees; title vested in 
them by operation of law and never in the executors, so, as executors, 
they never managed the property or “received” it. 








TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts 





Terminable Interests That do Not Qualify For the Marital Deduction 





Estate of Kleinman, United States Court of Appeals, Sixth Circuit, 
February 20, 1957 


Decedent’s will gave his wife a life estate in real property, with his 
residuary estate left in trust. The trustees were given absolute discretion 
to disburse trust income for the use of all of decedent’s family, including 
the widow. There was no provision for paying any fixed amount to the 
widow. She became dissatisfied with the will, and the executors and 
trustees agreed to pay her $50 a week for life. The Commissioner con- 
tended that the widow was not entitled to a marital deduction under 
the will. HELD: The widow did not renounce the will; the agreement 
merely fixed her income for life under the trust at a weekly rate. Accord- 
ingly, her interests under both the will and under the agreement with 
the executors and trustees were terminable and do not qualify for the 
estate tax marital deduction. 


Only Amount of Trust Corpus Necessary to Produce Income for 
Settlor Includible in His Gross Estate 





National City Bank of Evansville v. Commissioner of Internal Revenue, 
United States Court of Appeals, Seventh Circuit, March 13, 1957 


Decedent had created a living trust for the benefit of his nieces and 
nephews, but reserved to himself $100 a month from trust income. He 
retained no control over the trust property, but the trust agreement 
provided that the “Trustee may in his discretion ... pay a greater sum 
than $100.00 a month if it shall deem advisable.” On decedent’s death 
the Commissioner included the entire trust corpus in decedent’s gross 
estate. HELD: Decedent parted with dominion and control over the 
trust estate forever and completely, except as to the amount necessary 
to produce $100.00 a month. He could not compel the trustee to pay 
him more than that. Hence only the amount of trust necessary to 
produce $100.00 a month is includible in the gross estate. 


648 
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Entire Policy Included in Estate of Decedent Who Assigned Life 
Insurance Portion But Retained Annuity Portion 


Fidelity-Philadelphia Trust Company, et al. v. Smith, United States Court 
of Appeals, Third Circuit, February 28, 1957 


Decedent at age 76 had purchased three single premium life insurance 
policies. The insurers required decedent, as a condition of purchase, 
also to purchase annuities under the same contract. Decedent assigned 
all her rights in the insurance portions of the contract to her children 
but retained for life the right to all payments under the annuity portions. 
The Commissioner of Internal Revenue argued that the entire proceeds 
of the life insurance portions should be included in decedent’s estate 
for estate tax purposes, on the ground that they were not actually life 
insurance proceeds but were the subject of a transfer with income re- 
tained. HELD: The life insurance portions are taxable in decedent’s 
estate. The right to the life insurance benefits is in no way separable 
from the annuity portions of the contract, since the death benefits could 
not have been purchased without the annuity portions too. “...a 
capital fund—the premium—was deposited with the insurance com- 
pany for a guaranteed annual return and repayment of the residue to 
beneficiaries on the death of the depositor. But for the insurance 
company’s guarantee of the payments, it is identical to a transfer in 
trust with the settlor taking back a beneficial life interest. The assign- 
ments of all rights to the beneficiaries do not change the result.” 


Trust Created by Mother For Son Held Not a Distribution 
to Him of Father’s Estate 





Bailey v. Ratterre, United States Court of Appeals, Second Circuit, 
April 5, 1957 


A son threatened to contest his father’s will. His right so to contest 
expired, however, by the time his mother executed an irrevocable living 
trust giving the son a life interest, with remainder to the son’s wife 
and children. His mother retained the right, however, to change the 
remainder beneficiaries, and on this ground, when she died, the Govern- 
ment asserted the trust was taxable as part of her estate. Her estate 
argued that the trust was not a gift of the mother but was actually a 
distribution of the father’s estate to the son in settlement of the son’s 
threat to contest the father’s will. HELD: The trust for the son’s benefit 
‘cannot be regarded as a settlement of a claim because the son’s right 
to contest expired before the mother created the trust. Hence the 
value of the trust is included in the mother’s estate as a transfer subject 
to a power to alter, amend or revoke. 





TAX DECISIONS 545 
Residue Rather Than Trust Assets Chargeable With Taxes 


Gaither v. United States Trust Company of New York, 
South Carolina Supreme Court, March 6, 1957 


Decedent’s will directed her executor-husband to pay her debts and 
taxes from “cash on hand or in Banks or such as shall come into his 
hands during his administration of this will or from the sale or exchange 
of any bonds, stocks or debentures of which I may be seized and pos- 
sessed if there is not sufficient cash.” She left certain securities in trust 
for her husband and daughter, and bequeathed her residuary estate, 
principally securities, to her husband. Her debts and taxes amounted 
to more than the value of the residuary estate, and the executor-husband 
argued that the will gave him discretion as to which securities he could 
sell to meet debts and taxes, either those in trust or those in the residue. 
HELD: The executor must sell all the securities in the residue first. 
Decedent intended to keep the trust funds intact and to give her 
husband only so much of the residue as remained after payment of 
debts, taxes and specific legacies. Neither did decedent intend to 
provide for pre rata contribution from the trust assets and the residuary 
assets. 


Payments Due Decedent Under Deferred Compensation Contracts 
Valued As of Moment of Decedent’s Death 





Goodman v. Granger, United States Court of Appeals, Third Circuit, 
April 12, 1957 


Decedent had made three employment contracts with his employer 
whereby he was to receive “contingent payments” of $6,000 per year for 
15 years following termination of employment, and, if he died, such 
payments to his nominee. If decedent did not duly perform the services 
agreed upon or engaged in a competing business after employment 
termination, the payments were to be forfeited. Decedent died before 
he became entitled to any of such payments. In accordance with the 
contracts, the employer commenced payments to decedent’s nominee. 
The Collector of Internal Revenue sought to include $90,000 (15 years 
times $6,000) in decedent’s estate for estate tax purposes. HELD: The 
$90,000 is includible in decedent’s estate because it is a vested rather 
than a contingent interest. The interest vested, and hence should be 
valued, as of the moment of decedent’s death when he could no longer 
so act as to forfeit his right to the payments. Decedent’s interest 
cannot be valued as of the moment before his death, when the interest 
was still liable to forfeiture, because the estate tax “is measured by 
the value of assets transferred by reason of death, the critical value 
being that which is determined as of the time of death.” 
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Obligation to Support Beneficiary Not Grounds For Including 
Trust in Grantor’s Estate 





Colonial-American National Bank of Roanoke v. United States of America, 
United States Court of Appeals, Fourth Circuit, April 8, 1957 

While he was alive decedent created a trust, income to his insane 
wife for life and the remainder to other relatives. Any income not used 
by the wife was to be added to corpus, but if income were insufficient 
for her support the trustees were authorized to invade corpus. How- 
ever, the trustees could not invade corpus so long as the wife had other 
funds of her own. Decedent continued to pay for his wife’s support 
during his life, and trust income was never used except for one hospital 
bill. Issue arose as to whether the trust should be included in decedent’s 
estate. HELD: The trust is not includible in decedent’s estate as a 
transfer with income retained by the grantor. Even though the 
purpose of the trust was to provide the wife with income to support her, 
decedent did not retain the right to have income applied to discharge 
his legal obligation to support his wife. The trust income was payable 
to the wife; the gift to her was complete without any restriction as to 
the purpose of such gift. Decedent’s “primary concern was to provide 
his wife with adequate means after his death.” 





Value of Trust Taxed in Both Husband’s and Wife’s Estate 





Estate of Guenzel, Tax Court of the United States, April 17, 1957 


During their lives a husband and wife created identical irrevocable 
trusts, each naming the other beneficiary and each grantor reserving a 
secondary life estate in his and her own trust should the beneficiary 
spouse predecease the grantor. Each paid a gift tax on the transfer in 
trust. When the wife died the value of the trust created by her husband 
was included in her estate, on the ground that the trusts were, in effect, 
exchanges of property and hence taxable reciprocal trusts. After the 
wife’s death the husband executed a release, relinquishing and renouncing 
all his right and interest in the trust created by his wife. When the 
husband died the Commissioner of Internal Revenue did not attempt 
to include in his estate the value of the trust created by the wife but 
did include the value of the trust created by the husband and previously 
taxed in the wife’s estate. HELD: The trust created by the husband 
is includible in his estate as a transfer with the right to income retained 

‘(i.e., the contingent secondary life estate). The possibility that the 
tax on the trust may have been improperly levied in the wife’s estate 
is not a bar to the tax in the husband’s estate; there has been no double 
taxation as to the husband’s estate. 
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The Capital Market 


Peak of stringency in the capital 
markets for the current business 
cycle seems to have occurred 
around the turn of the year, 
according to Roy L. Reierson, vice 
president and economist of the 
Bankers Trust Company of New 
York. Shortly after the start of 
1957, business sentiment and ex- 
pectations became less optimistic, 
which feeling was soon reflected in 
the financial markets. 


Bank loans declined more 
sharply than anticipated in the 
first few weeks of the year and 
March tax borrowings, while huge, 
fell below the 1956 level. The 
early months of this year also 
witnessed a relaxation of pressure 
on bank reserves, partially attri- 
butable to Federal Reserve opera- 
tions. Concern over the possibility 
of a credit crisis disappeared com- 
pletely. 


In other words, a change in the 
basic tone of the capital markets 
has occurred since the stringency 
of last year. This has important 
implications for the investment 
outlook as economic prospects 
affect not only the flow of savings 
and the volume of borrowings and 
spending, but the decisions of the 
Federal Reserve authorities and 
Treasury debt managers as well. 


Mr. Reierson visualizes general 
business activity continuing at a 
high rate but does not believe that 
goods and services produced will 
advance importantly in dollar 
value from the levels of the first 


few months of this year; industrial 
production is expected to continue 
to ease away from the peak 
reached at the end of 1956. “This 


pattern,” states the Bankers 
Trust economist, “suggests a 
somewhat milder climate with 


regard to money market condi- 
tions, but no move to an aggres- 
sively easy credit policy.” 

In the light of these circum- 
stances, some additional changes 
in the composition of borrowings 
may reasonably be expected; how- 
ever, the total investment funds 
absorbed by business, real estate, 
and state and local governments 
may not differ substantially from 
1956. Corporate net new issues are 
likely to continue to expand des- 
pite the anticipated levelling off 
in capital expenditures and reduc- 
tion in new working capital re- 
quirements; plant outlays of pub- 
lic utilities, which finance a rela- 
tively large share of their expan- 
sion programs by issuing long-term 
securities, are still on the uptrend. 
Also, with a more settled environ- 
ment in the investment markets, 
some corporations may be expected 
to avail themselves of the oppor- 
tunity to borrow at long-term in 
order to refund bank indebtedness. 
In summary, investment fund re- 
quirements for 1957 are estimated 
at $25.2 billion for this year, or 
only $400,000,000 less than 1956. 

On the other side of the coin, 
the inflow of funds to major insti- 
tutions is estimated at $19.4 billion 
for 1957, an increase of $600 
million over 1956. Attraction of 
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funds by mutual savings banks 
and building and loan associations 
is estimated at somewhat less than 
1956 performance. The growth of 
funds accruing to these two groups 
is slowing down materially as the 
result of the competitive attrac- 
tion of increased rates on time 
deposits at commercial banks. On 
the other hand, larger increases are 
likely for life insurance companies 
and both public and private pen- 
sion funds. 


Comparison of the anticipated 
use of investment funds and the 
estimated inflow of savings sug- 
gests no important narrowing in 
the gap between a sustained high 
volume of investment financing 
and an only moderately increased 
flow of new savings. Conse- 
quently, Mr. Reierson does not 
believe that the underlying pres- 
sures in the long-term markets are 
likely to relax materially— especi- 
ally since corporate borrowers have 
less of a liquidity cushion to fall 
back on than they had last year. 
As a matter of fact, the reaction of 
business managements to the lower 
level of corporate liquidity may 
turn out to be of decisive in- 
fluence in affecting market condi- 
tions. Mr. Reierson points out 
that borrowers may seek to avail 
themselves of the opportunities 
created by an easier trend in busi- 
ness activity in order to rebuild the 
liquidity depleted by the boom, 
and this could result in strong and 
insistent demands in the capital 
market. 


A mitigating factor is that bank 
_credit may well take the edge off 
some of the pressures in the 
capital markets. This is because 


the assumed business environment 
for 1957 does not indicate a repeti- 
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tion of the large loan expansion for 
inventory purposes or another 
upsurge in costs and prices that 
would boost demands for long-term 
credit. “In that event,” concludes 
the Bankers Trust officer, “bond 
yields and money market rates in 
1957 may be expected to average 
below the peaks reached near the 
turn of the year.” 


Federal Reserve Policy 


Credit policy of the Federal Re- 
serve authorities has been highly 
flexible, being geared to economic 
conditions as interpreted by the 
Board and its staff of economic 
advisers. But as Dr. Marcus 
Nadler points out, monetary policy 
has not been entirely supported by 
the fiscal policies of the country, 
and this has made the task of the 
Reserve authorities more difficult. 
In the last two years, their princi- 
pal aim has been the prevention of 
an undue increase in the money 
supply and has been achieved 
through persistent pressure on 
member bank reserves. 


Dr. Nadler, who is consulting 
economist to The Hanover Bank 
of New York, notes the reasoning 
behind this policy. In a period 
when the demand for capital tends 
to outrun the supply of savings, 
and the economy is operating at 
capacity, any increase in money 
supply could only stimulate the 
forces of inflation and lead to an 
increase in prices. In this connec- 
tion, it should be noted that the 
Reserve authorities have been 
successful in their objective. It 
should also be observed that, 
although the increase in the money 
supply last year was less than 
normal, this was partially offset 
by a more intensive use of existing 
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deposits (turnover or velocity) . 

For the first two months of this 
year, credit policy showed no 
change from that pursued in 1956. 
Through the sale of Governments 
in the open market, pressure on 
member bank reserves was main- 
tained. During March, however, 
a modification of policy became 
discernible. “It is not as yet 
certain,” Dr. Nadler comments, 
“whether the shift resulted from a 
changed economic outlook, or 
represented the usual operations 
of the Federal Reserve at a time 
when borrowing by corporations 
for tax purposes is large, or 
whether is was intended to ease the 
financing of the Treasury. The 
rapid redemption of F and G 
bonds, together with the reduced 
sale of E bonds, as well as higher 
Federal spending, contributed to 
the deterioration of the Treasury’s 
cash position and required new 
borrowing.” 

Should the Federal Reserve 
authorities conclude that business 
activity is slowing down and that 
inflationary pressures are subsid- 
ing, a change in credit policy may 
be expected. But the task is a 
complex one since—as has hap- 
pened before—the economy may 
slow down temporarily and then 
resume its upward course with 
even greated speed, thus reactivat- 
ing inflationary pressures. It is 
obvious that a hasty change in 
credit policy, which would neces- 
sitate reversal within a short period 
of time, would be undesirable. 

It is also possible, notes Dr. 
Nadler, that the decline may be 
slow only at the beginning, and 
then gather momentum later. This 
was the experience in 1948 and 
1953. Under these conditions, if 
the Reserve authorities do not 
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change credit policy swiftly, but 
maintain tight money conditions, 
the downtrend may become ag- 
gravated. 

Currently, it seems that the 
credit policy of the Reserve 
authorities is slowly changing and 
that the peak in short-term money 
market rates has passed; barring 
unforeseen events, the trend 
should be moderately downward. 

Basically, however, the outlook 
for money rates is obscured. 
Analysis, remarks Dr. Nadler, 
points to a mild decline in busi- 
ness activity, a decrease in the 
demand for credit and capital, a 
mild change in the credit policy 
of the Reserve authority, some- 
what easier money market condi- 
tions, lower yields and higher bond 
prices. 


Surtaxes 


“Are High Surtax Rates Worth- 
while?” This is the title of an 
interesting study by Roswell 
Magill, president of the Tax Foun- 
dation. Reviewing _ statistical 
evidence over the period 1919 to 
1953, it discloses a significant re- 
lationship between changes in the 
level of individual income tax rates 
and both short- and long-term 
changes in income in the highest 
income classes. For example, 
when tax rates were raised to high 
levels in the 34-year period sur- 
veyed, income reported in the 
highest income class either de- 
clined, or increased relatively little, 
as compared with what happened 
to income in middle and lower in- 
come groupings. 

Mr. Magill contends that the 
present top marginal rates (which 
go up to 91 per cent) should be 
reduced because: 
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1. They provide little revenue. 
The history of rate changes also 
suggests that a reduction from 
present levels is more likely to 
increase revenue than to reduce it. 


2. Substantial inequities result 
since different forms of income 
are, in effect, taxed at widely 
different rates. At existing levels 
the top rates induce efforts to 
obtain income in non-taxable forms 
or in forms that are subject to 
lower rates. 


8.. They have, in combination 
with inflation, produced an abso- 
lute fall in real income for the 
highest income groups which has 
probably exceeded the demands of 
the “levelers” of past decades, and 
which goes beyond any justifica- 
tion on the basis of “ability to 
pay.” 

4. Serious distorting effects on 
economic activity have resulted. 
These dampen the incentives of 
individuals to move to new posi- 
tions, impede the flow of financial 
funds, and affect the directions of 
capital investment. 

5. In the long-run, top mar- 
ginal rates have probably had ad- 
verse effects on the growth of the 
economy through their impact on 
savings and investment capacity 
in high bracket incomes. It must 
be conceded, however, that the 
statistical evidence in this area has 
been obscured by the effects of 
inflation. 


The study shows how compara- 
tively minor the effect of a high 
bracket reduction would be. For 
example, a flat 20 per cent rate on 
all taxable income would still yield 
85 per cent of the present total 
tax, even assuming no change in 
reported income as a result of rate 
reductions. Similarly, if the pres- 
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ent rate: structure were cut off at 
a maximum of 50 per cent, about 
98 per cent of revenue at current 
rates would still be available. 


This evidence is cited in sup- 
port of the final conclusion that 
“one of the important reforms 
needed in the individual income 
tax is a reduction in the highest 
marginal rates.” The existing 
rates, it is contended, can be de- 
fended neither on revenue grounds 
nor on equity grounds, much less 
on grounds of their effects on the 
economy. 


Savings Banks Deposits 


The most serious question that 
concerns the savings banks, de- 
clares New York University 
Professor Jules I. Bogen, is 
whether they will continue to 
attract as large a proportion of the 
funds flowing into savings accounts 
at both savings and commercial 
banks. The latter, under the at- 
traction of high interest rates, 
have embarked upon a campaign 
to secure a larger share of the 
savings account business. This 
they are attempting to achieve by 
paying higher rates and by empha- 
sizing the advantage to the 
depositor of one-stop banking. 
Another factor bothering the sav- 
ings banks is the attack being 
made on mutual institutions 
through sought-for changes in tax 
and other laws. Still another, 
says Professor Bogen, is the ap- 
parent readiness of legislatures, 
particularly New York, “not only 
to continue existing discriminatory 
restrictions upon savings banks, 
but to add new ones such as the 
three per cent ceiling voted on 
regular dividend rates, which 
would further limit the ability of 
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savings banks to compete for 
deposits by crude legislative fiat.” 


A decade ago, commercial banks 
accounted for some 60 per cent of 
the year’s increase in all savings 
deposits and accounts. This pro- 
portion dropped to nearly 20 per 
cent last year and the commercial 
banks seem determined to make 
up some lost ground. 


Professor Bogen outlines some 
of the advantages inherent to sav- 
ings banks in this deposit contest. 
He points out that the more 
successful commercial banks be- 
come in attracting great numbers 
of persons into their branches for 


consumer loans, checking accounts 
and a host of other banking, trust 
and investment services that are 
being aggresively promoted, the 
more of a “crowded beehive” of 
activity they will become. By 
emphasizing speed and conveni- 
ence of saving deposit service, he 
contends, savings banks can turn 
their specialized character into a 
competitive advantage. He also 
notes that commercial banks are 
becoming increasingly department 
stores of finance, but that the 
growth of department stores has 
not prevented well-run speciality 
shops from giving a good account 
of themselves in the retail field. 


BOOKS FOR BANKERS 


J. K. LASSER’S STANDARD 
HANDBOOK OF BUSINESS 
TAX TECHNIQUES. Prepared 
by J. K. Lasser Tax Institute, 
Sydney Prerau, Director. 568 
pages. McGraw-Hill. $14.00. 
How the businessman can avoid 
overpaying his business income 
tax, by taking the proper course 
in many of the decisions he has 
to make, is the theme of a newly 
published Lasser tax guide. 
From the book, the business 
reader will get an understanding 
of the implications of the tax 
laws, an idea of the many types 
of business decisions they affect, 
and how to proceed on his own, 
or with advisory help when 
necessary, in choosing tax-saving 
policies and procedures. With 
many examples to show practi- 





cal applications, the book deals 
with the tax in relation to divi- 
dends; rent; royalties; compensa- 
tion; advertising, research, and 
development costs; buying or 
selling a business; the family- 
owned business; and other areas 
requiring management decisions. 
Banks will be especially inter- 
ested in the chapters on bad debt 
deductions, taxation of interest, 
and tax management of in- 
vestments. 

Further details on J. K. LAS- 
SER’S STANDARD HAND- 
BOOK OF BUSINESS TAX 
TECHNIQUES and THE LAS- 
SER BUSINESS TAX TECH- 
NIQUES LETTER are avail- 
able from McGraw-Hill’s Book 
Information Service, 327 W. 41st 
St., New York 36, N.Y. 
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RAILROAD FINANCE. By 
John T. O'Neil. Harvard Uni- 
versity Press. Cambridge, Mass. 
1956. Pp. 234. $4.50. This 
book examines the chain of 
managerial decisions that evolv- 
ed the financial policy of the 
Chicago, Burlington & Quincy 
Railroad during the 1936-45 
period. Presented is a complete 
dissection of the road’s approach 
to the money market in its 
search for a satisfactory solu- 
tion to its refinancing problem. 
Step by step, we follow the 
examination and study of the 
problem by management, its 
relationship with its financial 
advisers and, finally, the creation 
of a successful plan to develop 
a simple capital structure. Rail- 
road students will find Professor 
O’Neil’s monograph of unusual 
interest. Access to the Burling- 
ton’s files made possible this 
very illuminating insight of the 
practical working of corporate 
finance. 


SAVINGS AND LOAN ASSO- 


CIATIONS. By Horace Russell, 
General Counsel U.S. Savings 
and Loan League. Matthew 
Bender & Company, Albany 1, 
N.Y. This 500 page volume is a 
complete statement of the laws, 
regulations and forms under 
which Savings and Loan Asso- 
ciations operate. The author is 
General Counsel of the United 
States Savings and Loan League 
and is considered the dean of 
advisers in this field. 
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DIGEST OF BANKING LAW 
LITERATURE 


BANK ACCOUNTS: Transfer of 


Property at Death, winter, 1956, 
issue. The University of 
Chicago Law Review at page 
289. This article reviews par- 
ticularly the Illinois decisions on 
the legal effect of a joint bank 
account from the standpoint of 
when the surviving joint deposi- 
tor is entitled to ownership of 
the account as against the claim 
of the estate of the depositor 
who furnished the funds. The 
article also discussed the valid- 
ity of the so-called “Savings 
Account Trust” 
law. 


under Illinois 


Practical Use of Documentary 


Credit Paper, H. P. Crawford, 
Vol. 30 Tulane Law Review p. 
235. This article discusses in 
part the so-called commercial 
set—the commercial invoice, bill 
of lading, marine insurance 
policy or certificate of insurance, 
and the accompanying draft. In 
section two, the author includes 
a presentation of the form, basis, 
acceptance, effect and negoti- 
ability of the letter of credit. 
The third section is devoted to 
the draft, especially its accept- 
ance, negotiability, character as 
financial paper, the liability of 
the drawer, rights of the holder 
and the effects of set-off and 
counterclaim. The author’s last 
two sections treat without re- 
course drafts and liability of 
intermediary banks, respectively. 





NOW U.S. SAVINGS 
BONDS PAY YOU HIGHER 
INTEREST FASTER! 


If you’ve always bought U.S. Savings Bonds for their rock-ribbed 
she. their guaranteed return, the way they make saving easier— 
you’ve got one more reason now! 

Series E United States Savings Bond you've bought since 
February 1, 1957 pays you a new, higher interest—3¥%4% when held 
to maturity! It reaches maturity faster—in only 8 years and 11 
months. And redemption values are higher, too, especially in 
the earlier years. 

About your older Bonds? Easy. Just hold onto them. As you 
know, the rate of interest a Savings Bond pays increases with each 
year you own it, until maturity. Therefore, the best idea is to 
buy the new—and hold the old! 

The main thing about E Bonds, of course, is their complete 
safety. Principal and interest are fully guaranteed. They are loss- 
proof, fire-proof, theft-proof—because the Treasury will replace 
them without charge in case of mishap. Your Savings Bonds are 
as solid as a rock—backed by the full faith and credit of the 
United States. 

Maybe you already know about Savings Bonds—as one of the 
40 siillion Americans who own them today, or as one of the other 
millions who have used Bond savings to help pay for new homes, 
cars, or college educations, or to make retirement financially 
easier. If so, this is familiar territory to you—you know there’s 
no better way to save. 

But if you’re new to the game, find out about Savings Bonds 
and what they can do for your future. Ask your banker, or check 
with your employer about the automatic Payroll Savings Plan that 
makes saving painless and easy. 


PART OF EVERY AMERICAN’S SAVINGS 
BELONGS IN U.S. SAVINGS BONDS 
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